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STATE AND LOCAL FINANCING IN RELATION TO 
ECONOMIC FLUCTUATIONS 


MABEL NEWCOMER * 


T E Employment Act of 1946 states 
“that it is the continuing policy 
of the Federal Government to use all 
practicable means . . . to promote maxi- 
mum employment, production, and 
purchasing power.” And it specifically 
invites the cooperation of state and local 
governments, as well as private business 
enterprise, in achieving this end." 

The acceptance of the aims of this 
Act on the part of the federal govern- 
ment has been clearly indicated, not 
only in the annual economic reports 
of both President Truman and Presi- 
dent Eisenhower, but by Congressional 
action in many instances over the past 
eight years. Acceptance is not, of 
course, unanimous, but it seems prob- 
able that at least in a prolonged recession 
the federal government can be expected 
to take such measures as seem to be indi- 
cated to check the decline and start the 
economy on its upward path. 

Cooperation on the part of state and 
local governments is far less certain; 
and this raises the question as to how 
important the assistance of state and 


* The author is proféssor of economics in the de- 
partment of economics, sociology, and anthropology 
at Vassar College. 


1 Public Law 304. 
Ch.33, Sec.2. 


79th Cong., 2d Sess., $.380, 


local governments is to the federal gov- 
ernment in its efforts to stabilize the 
economy, and how such cooperation 
may be obtained. 

The size of the federal budget in re- 
cent years has been such that there is 
little doubt as to the ability of the fed- 
eral government to exert substantial 
countercyclical pressures and even to 
prevent any prolonged depression. Dif- 
ferences of opinion have been concerned 
largely with the best methods of exer- 
cising such pressures, and with the de- 
sirability, or even possibility, of doing 
more than iron out the extreme fluctua- 
tions. With substantial reductions in 
the federal budget, however, accom- 
panied by the growth of state and local 
spending, state and local cooperation be- 
comes increasingly important. Between 
1946 and 1953 state and local expendi- 
tures from their own resources increased 
faster than federal expenditures, and in 
the latter year constituted approxi- 
mately one-fourth of all government 
spending and 7 per cent of the gross na- 
tional product. 

The record of the past thirty years 
shows that state and local finances have 
tended to follow the trend of private 
business activity, with spending and 
borrowing rising in inflationary periods 
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and declining in deflationary periods. 
The fluctuations tend to be more mod- 
erate, however, than those of the econ- 
omy as a whole. They have also occa- 
sionally moved counter to the business 
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self, however, both state and local gov- 
ernments showed great restraint. State 
expenditures rose only 7 per cent be- 
tween 1941 and 1945, and local ex- 
penditures actually declined. More- 


TABLE 1 


PercentTAce CHANGE IN STATE AND Locat EXPENDITURES AND Depts ror Serecrep Periops 
Compare With CHANGES IN THE Gross NATIONAL Propuct * 


Expenditures 


Gross 
National 
Product 


State 
and 
Local 


State 


1929-1933 
1933-1940 
1940-1945 
1945-1952 


- 46 - 12 + § 
+ 82 + 27 + 80 
+112 bik + 25 
+ 162 +173 ** + 195 


Debts 


State 
and 
Local 


Local State Local 


+13 
+ 1 
-15 
+ 63 


- 29 +15 + 26 
+ 8 + 4 + 21 
- 14 -—18 - $1 
+215 +81 + 185 


*The combined state and local expenditures used are those given in the national income 


figures in the Survey of Current Business. 


They do not include expenditures from federal aid. 


These were used because they are on a calendar year basis, like the gross national product. They 


are not broken down by state and local governments respectively. 


Consequently, the separate 


state and local expenditure and the debt figures have been compiled from the various reports on 
state and local finances of the Bureau of the Census and Postwar Economic Studies No. 3, p. 115, 


see fn. 2. 


** The Survey of Current Business figures do not show as great an increase as those in the 


Bureau of the Census reports. 


trend. During the 1920’s, for example, 
state and local expenditures and debts 
rose without a break, although the gross 
national product declined in two of the 
ten years from 1919 to 1929. 
Comparing the changes from one 
year to the next between 1929 and 
1952, local expenditures from local 
sources rose or declined with the gross 
national product in 18 years and moved 
counter to the gross national product in 
five years. State expenditures from 
state sources did not follow changes in 
the gross naticnal product as closely as 
local, and consequently combined state 
and local expenditures changed in the 
same direction as the gross national 
product in only 14 of the 23 periods 
noted. Before and after World War II 
the “ perverse” behavior of state and 
local finances, so often commented on, 
is apparent.” During the war period it- 


2See, for example, Alvin H. Hansen and Harvey 
S. Perloff, State and Local Finance in the National 


over, both state and local debts were re- 
duced until the gross debts of state and 
local governments combined in 1946 
were more than 20 per cent below their 


prewar level. Thus in this critical pe- 
riod they operated as a countercyclical 
factor. However, in the inflationary 
period since 1946 both the expenditures 
and the debts of state and local govern- 
ments have grown even more rapidly 
than the gross national product. 

The percentage change in state and 
local expenditures and debts, compared 
with that for the gross national prod- 
uct, is given in Table 1 for four periods 
from 1929 to 1952.* State expenditures 


Economy (New York, 1944), p. 49; Board of Gov- 
ernors of the Federal Reserve System, Postwar Eco- 
nomic Studies, No. 3, “ Public Finance and Full Em- 
ployment,” Dec. 1945, p. 123; James A. Maxwell, 
“ Federal Grants and the Business Cycle,” National 
Bureau of Economics Research Fiscal Studies, No. 4, 
1953, p. 19; Melvin and Anne White, “Impact of 
Economic Fluctuations on Municipal Finance,” Na- 
tional Tax Journal, March, 1954, p. 17. 
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increased in all four periods, although 
at varying rates. State debts, however, 
were reduced during the war period. 
Local expenditures declined in the early 
depression period and again in the war 
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nomic stability lie partly in the nature 
of their revenue systems, partly in the 
nature of their services, and partly in 
legal restrictions. These will be con- 


sidered below. 


TABLE 2 


Revative Evasticiry or Feperar, State, AND Loca, REVENUE SysTeMs, 


1952 * 


(Dollar amounts in hundred millions) 


Income 
Elasticity ** 


Federal State 


$ 3,252 
6,654 
4,424 

$14,330 

22.7% 

46.3 

30.9 
100.0% 


Median 
High 


Total $72,625 


10.1% 
12.9 
770 _ 
100.0% 


* Revenue estimates from Summary of Governmental Finances in 1952, p. 27, 


State and 
Local 


Local Federal, State, 
— and Local 
$10,949 $14,201 
2,843 9,497 
358 4,782 
$14,150 $28,480 
774% 49. 9% 
20.1 33.3 
25 168 _ 
100.0% 100.0% 


$ 21,543 
18,829 
60,733 

$101,105 

21.3% 

18.6 

60.1 
100.0% 


see fn. 


** The low income-elasticity group contains property taxes; licenses, permits, and other nat 


charges and miscellaneous. 
customs taxes; utility and liquor store revenue. 


sonal and corporation income and death taxes; 


insurance trust fund revenues. 


The median income-elasticity group contains sales, gross receipts, and 


The high income-elasticity group contains per- 
The classification 


of taxes follows, as far as the breakdown given in the Summary permits, that in Groves and 
Kahn, p. 90, see fn. 3. A more detailed breakdown would have increased the low-elasticity group 
somewhat at the expense of the median-elasticity group, but would not materially affect the con- 
trasts among the different levels of government. The classification of nontax revenues was made 
on the basis of the obvious relation of the revenues in question to business fluctuations as well 
as on the basis of actual fluctuations in yield, since the frequent changes in state and local reve- 
nue systems are sufficient to modify materially the effect of business fluctuations alone on yield. 


period. Local debts declined only in 
the war period. There were, however, 
two years during the depression period 
in which they declined slightly, reach- 
ing their lowest point in 1934. 

These two factors—the increasing 
proportion of total government spend- 
ing from state and local sources, and the 
tendency for these to accentuate busi- 
ness fluctuations rather than to offset 
them—make it clear that unless state 
and local governments can and will co- 
operate more than they have in the past 
to reduce business fluctuations the fed- 
eral government’s task, as set forth in 
the Employment Act of 1946, will be 
increasingly difficult. The reasons for 
the failure of state and local govern- 
ment finances to contribute toward eco- 


Elasticity of State and Local Revenues 


The revenue systems of state and 
local governments—especially local gov- 
ernments—are relatively stable in yield 
as compared with the federal revenue 
system, since income taxes, outside of a 
small number of states and cities, are of 
little importance. This leaves them 
with no important automatic stabilizers. 
Assuming no changes in the rates or the 
kinds of taxes levied, revenues will rise 
and fall less than business. Conse- 
quently, they tend to accentuate busi- 
ness fluctuations rather than counteract 
them. 

The differences in income elasticity 
for the revenue systems of federal, state, 
and local governments are shown in 
Table 2. The term low income-elastic- 
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ity applies to taxes the yields of which 
fluctuate less than business activity 
when rates remain unchanged. Median 
income-elasticity applies to revenues 
which fluctuate in approximately the 
same degree as business activity, and 
high income-elasticity applies to rev- 
enues that fluctuate more than business 
activity. The classification used follows 
as closely as possible that used by 
Groves and Kahn in their study of state 
and local tax yield.* The Groves and 
Kahn study, however, was limited to 
taxes, and all revenues are included 
here. Moreover, the Bureau of the Cen- 
sus data for 1952* do not give a de- 
tailed breakdown of tax revenues so 
that some taxes that are classified by 
Groves and Kahn as of low income-elas- 
ticity are included here with those of 
median elasticity. The differences, how- 
ever, are not sufficient to change the 
proportions materially. In view of the 
fact that these figures are for a year of 
prosperity, the weighting of the more 
elastic revenue sources is relatively high. 

The high income-elasticity revenues 
include, in addition to income taxes, the 
revenues of the insurance trust funds, 
since the net revenues of these funds 
fluctuate sharply with business changes. 
The median group contains flat-rate 
taxes and prices, i.e., sales and gross re- 
ceipts taxes and utility revenues that are 
directly tied to the business base. Some 
of the special excises included hese are 
comparatively stable in yield while 
others are relatively elastic, depending 
on the nature of the demand for the 
commodities taxed. Consequently, this 
is at best a very rough classification. 
The low income-elasticity group con- 


3H. M. Groves and C. H. Kahn, “ The Stability 
of State and Local Tax Yields,” American Economic 
Review, March, 1952, pp. 87-102. 


4U. S. Bureau of the Census, Summary of Gov- 
ernmental Finances in 1952. 
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tains licenses, permits, and charges, 
which remain relatively constant in 
yield, and also property taxes. 

It is apparent from the data in Table 
2 that only the federal revenue system 
is very elastic. State and local revenue 
systems, as at present constituted, tend 
to contribute to the swings of the busi- 
ness cycle rather than serving to check 
fluctuations. This is particularly true 
of the local revenue systems. These 


TABLE 3 


Revative Evasticiry or State Revenue 
Systems, 1922-1952 * 
(Dollar amounts in hundred millions) 


Income 
Elas- 
ticity ** 


1922 1932 1942 1952 


$ 934 $1,215 $1,405 
Median .. 13 572 2,218 
High .... 164 301 _ 1,706 
Total.. Si,111 $2,088 $5,329 
84.0% 582% 264% 
Median .. 148 27.4 41.6 46.3 
High... 12 144 320 309 
Total.. 100.0% 100.0% 1000% 100.0% 


$ 3,252 

6,654 
4,424 
$14,330 


22.7% 


* Revenues from U.S. Census, Financial Sta- 
tistics of States and Summary of Governmen- 
tal Finances. 

** See Table 2 for classification of revenues 
according to elasticity. 
have changed very little in recent years 
in spite of frequent attempts to broaden 
local tax powers. Nearly three-fifths 
of all lacal revenues from local sources, 
and seven-eighths of local tax revenues, 
were from property taxes in 1952. 
State revenue systems, on the contrary, 
have undergone revolutionary changes 
in the past thirty years. There has been 
a sharp decline in state levies on prop- 
erty and a rapid growth of general and 
special sales and gross receipts taxes. 
Income taxes, also, have become increas- 
ingly important in state tax systems. 
The effect of these changes on the elas- 
ticity of state revenue systems is appar- 
ent in Table 3. No state obtains as 
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high a proportion of its revenues from 
sources of high elasticity as the federal 
government, but New York State in 
1952 obtained two-thirds of its revenue 
from such sources. 

The possibilities of revising state and 
local tax systems to meet the needs of 
fiscal policy appear to be rather limited. 
State tax systems are much more elastic 
today than they were at the beginning 
of the century, but further develop- 
ments in this direction seem unlikely in 
the immediate future. The states with 
well established income taxes will doubt- 
less continue them, and a few of these 
obtain enough revenues from this source 
to provide an important element of 
elasticity. But with federal taxes at 
present levels the opposition to new 
state income taxes is probably too strong 
to overcome, and increasing elasticity is 
unlikely. 

At the local level the property tax 
continues to overshadow all other local 
taxes in spite of many attempts in re- 
cent years to broaden the local tax base. 
It does not follow, however, that this 
must remain an inelastic source of rev- 
enue. The base of this tax, the market 
value of real estate and other property, 
is quite sensitive to business conditions. 
The fact that assessed values remain 
fairly stable is in part due to the fact 
that assessors do not make complete re- 
assessments annually, and in part to the 
fact that the majority of these officials 
regard any marked ups and downs of 
the real estate market as temporary, and 
not reflecting “ real” values. Sales in a 
declining market are ‘“‘ forced ” and in a 
rising market real estate is “selling for 
more than it is worth.” The assessors 
have a sense of inherent worth which 
ignores temporary fluctuations of the 
market. This practice is, of course, en- 
couraged by local administrators who 
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dislike to face the opposition to upward 
assessments at any time, and who can- 
not afford to have assessment rolls de- 
cline in periods of declining business be- 
cause of the rigid tax and debt limits 
that are tied to this base.® 

At one time the general property tax 
was a very elastic source of revenue, al- 
though the elasticity was not automatic, 
as in the case of income taxes. The base 
did not fluctuate greatly for the reasons 
already noted, but a fluctuating annual 
rate was accepted as a matter of course. 
This elasticity disappeared as the total 
levies increased. Taxes became too 
heavy to be increased without serious 
opposition; or tax limits that had earlier 
provided ample room for variation be- 
came highly restrictive. Also, new and 
lower tax limits were imposed in an ef- 
fort to keep the levies within reason. 
Today, however, property taxes are 
lighter in proportion to the total wealth 
of the country than they were twenty 
or twenty-five years ago.® And if it 
should prove possible to get equitable 
assessments and to restore to the tax 
rolls some of the large classes of real es- 


5 As a result of these pressures, the assessed valua- 
tion on which the 1931 property taxes in the United 
States as a whole were levied was higher than that of 
two years earlier, although meanwhile the gross na- 
tional product had declined sharply. Property tax 
collections reached their peak in 1930, but were 
higher in 1931 than in 1929. They declined ulti- 
mately to approximately 80 per cent of their 1930 
level, but not until two years after the economy as a 
whole had reached its lowest point. And at no time 
did they fall as much as the gross national product. 
In the war period, from 1940 to 1945, when the 
gross national product more than doubled, property 
tax revenues increased only 7 per cent. Assessments 
in the same period increased 12 per cent. In the 
postwar period, however, increases in assessments have 
approximately kept pace with the increases in the 
gross national product, and property tax revenues 
have increased even more rapidly, thus partially mak- 
ing up for the lag during the war. 


6M. Newcomer, “The Decline of the General 
Property Tax,” National Tax Journal, March, 1953, 
p- 42. 
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tate that have been exempted, there 
should again be room for flexible tax 
rates within the limits of a reasonable 
levy. 

It may also prove possible in a few 
large cities to establish income taxes as 
an important local source. The city of 
Toledo obtained 40 per cent of its gen- 
eral revenues from this source in 1952. 
But in states where there is a state as 
well as a federal income tax, the opposi- 
tion to a local income tax is likely to 
prove insurmountable. 

In view of these factors, it seems very 
doubtful that any large increase in elas- 
ticity of either state or local tax systems 
can be hoped for in the predictable fu- 
ture. This does not rule out the pos- 
sibility, however, of countercyclical fi- 
nancing at the state and local levels 
through other means. 


Nature of State and Local Expenditures 


Turning to the expenditure side of 
the budget, it is apparent from the data 
given in Table 1 that in the past state 
and local government expenditures 
have, for the most part, fluctuated with 
business conditions, although in lesser 
degree. This is particularly true of 
local expenditures. A number of excel- 
lent studies have been made of state and 
local expenditures in relation to business 
cycle fluctuations, and no detailed anal- 
sis of these is given here in conse- 
quence." However, a brief summary 
may prove useful. 

The possibilities of reducing local ex- 
penditures in inflationary periods and 
increasing them in periods of recession 
are somewhat restricted, owing to the 
nature of the services provided. To il- 
lustrate, approximately one-third of all 
local expenditures was for schools in 


7 See the studies listed above, p. 98, fn. 2. 
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1952; and it is hardly necessary to point 
out, in view of the acute overcrowding 
and shortage of teachers in recent years, 
that these expenditures could hardly 
have been reduced below the 1952 leve! 
in order to counteract inflationary pres- 
sures. Children must be educated when 
they are of school age, and if the com- 
munity does not increase teachers’ sal- 
aries as costs of living rise, it will not be 
able to maintain accepted educational 
standards. Also, new buildings cannot 
be deferred until a period of depression 
if the number of school children hap- 
pens to increase in an inflationary pe- 
riod, 

A substantial part of local improve- 
ment expenditures also cannot be de- 
ferred until a period of recession. Local 
authorities must not only maintain their 
streets in good repair, but they must 
also provide new streets. Along with 
these they must extend water and sewer 
systems and other municipal utilities as 
rapidly as new factories are built and 
new real estate developments are cre- 
ated. And these are more likely to 
multiply in inflationary periods than in 
periods of stagnation. 


There are, however, some important 
local services the costs of which are 
countercyclical, or can deliberately be 


made so. The obvious service in this 
group is welfare. This is still a state 
and local obligation, rather than a fed- 
eral function, and while federal grants 
for this purpose are large, they ac- 
counted for less than half of the total 
in 1952. Standards for welfare service 
have changed so greatly in the past 
twenty years that a review of actual 
state and local expenditures for this 
purpose does not reveal any marked 
cyclical variation. Also, welfare ex- 
penditures at the local level include 
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large institutional costs which are not 
greatly affected by general business con- 
ditions. The state and local contribu- 


tions to the various public assistance 
programs, however, amounted to $1.3 
billion in 1952, a year of high prosper- 
ity and employment, and this type of 
expenditure can be depended on to rise 
with recession and fall with prosperity. 


A limited public works shelf at the 
local level is also possible. Even school 
buildings might occasionally be built in 
advance of need if conditions warrant. 
It is not always possible to know where 
the future school children will be living 
when they are of school age, but at least 
their existence can be ascertained some 
six years in advance. States, on the 
whole, are in a better position than local 
governments to time their public works 
programs to meet the demands of busi- 
ness fluctuations. Institutional build- 
ings must be provided, for the most 
part, as the institutional population 
grows. But the construction of 
throughways, such as those now being 
considered for New York State, or 
state-wide water supply and irrigation 
projects, such as those proposed for 
Oklahoma, can be deferred a few years 
if necessary without undue hardship. 
The same holds for the development of 
state parks and a variety of other state 
public works projects. The problems 
of planning in advance for public works 
that can be deferred have been too fre- 
quently discussed to need further treat- 
ment here. 

Historically, state and local govern- 
ment capital outlays have tended to 
fluctuate with business activity, al- 
though there have been notable excep- 
tions to this tendercy. No complete 
annual record of such expenditures is 
available, but the figures given in Table 


STATE AND LOCAL FINANCING 103 


4 are sufficient to indicate trends. In 
1952 these state and large city expendi- 
tures accounted for approximately half 
of all state and local capital outlays. 

State and local capital outlays de- 
clined in both world wars. During 
World War II state expenditures de- 
clined 65 per cent, from 1939 to 1945, 
and large city capital outlays declined 
from their 1940 peak to a 1944 low 
which was only 13 per cent of the 1940 
figure. In this latter year (1944) the 
37 cities of more than 250,000 popula- 
tion spent for capital outlays less than 
half of the sum spent by the 23 cities of 
this size in 1915. 

Thus state and local financing has to 
this extent operated as a countercyclical 
force in periods of war. However, in 
the postwar periods there has been a 
sharp increase in such expenditures, 
thus contributing to inflationary pres- 
sures. And in the depression of the 
1930’s there was a marked reduction in 
such spending. Large city capital out- 
lays in 1933 were only about one-third 
of their 1930 level. This long period 
of low capital expenditures was possible 
partly because some federal projects, 
such as the school and highway con- 
struction of the WPA, had provided es- 
sential roads and buildings. 

It is apparent from this record that 
substantial state and local capital out- 
lays can be deferred in time of crisis. 
But for long periods of prosperity, such 
as that experienced in the war and post- 
war periods, such deferrals can hardly 
be expected to continue as long as might 
be desirable from the point of view of 
stabilizing the economy. In fact the 
shortage of school buildings today, and 
the condition of many city streets and 
local roads, suggests that the great post- 
war increase in such spending has not 
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yet taken care of urgent needs. The 
failure of such expenditures to increase 
in periods of depression is due to the 
strict limitations on state and local bor- 
rowing, and the difficulty of marketing 
securities rather than to the lack of 
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Deficit Financing 


The record of state and local debts in 
the period from 1915 to the present is 
one of almost continuous growth. The 
decline in capital outlays during World 
War I was more than offset by expan- 


TABLE 4 
Strate aNd Locat Capita, Out ays, 1915-1952 


(Dollar amounts in millions) 


New Public 
Construction 
of State 
and Local 
Govern- 
ments ** 


Cities Over 
250,000 
Population * 


Year State * 


1915 $ 95 
1916 85 
1917 68 
1918 66 
1919 71 


1920 80 7 
1921 201 ¢ 
1922 318 
1923 352 
1924 445 


1925 503 
1926 488 
1927 505 
1928 585 
1929 659 
1930 789 
1931 942 
1932 775 
1933 650 Tt 
1934 600 * 


No data 
179 No data 
189 No data 
180 $ 594 
155 749 


200 * 1,025 
281 + 1,364 
393 1,506 
397 1,437 
527 1,690 


664 1,949 
645 1,970 
766 2,230 
726 2,278 
640 2,236 
792 2,544 
685 2,293 
495 1,445 
235 884 
273 1,131 


$208 


Cities, except where otherwise noted. 
41 in 1952. 


** Data for 1918 to 1928 from J. A. Maxwell, op. cit., pp. 76-77. 
Survey of Current Business, Purchases from business: new construction, state and local. 


New Public 

‘ Construction 
of State 

and Local 
Govern- 
ments ** 


Cities Over 
250,000 
Population * 


Year State * 


1935 
1936 
1937 
1938 
1939 


1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 


$ 5907 
600 7 
712 
695 
759 


$ 974 
1,592 
1,410 
1,488 
1,809 


1,559 
1,416 
1,092 
672 
552 
652 
1,431 
2,539 
3,721 
4,917 
5,375 
6,377 t 
6,662 


$ 316 
383 
373 
357 
377 
731 
306 
216 
148 

324 98 


125 
188 
338 
531 
732 


356 

949 
1,425 
1,827 
2,237 
2,486 
2,658 


*Data from Bureau of the Census, Financial Statistics of States and Financial Statistics of 


The number of these cities increased from 23 in 1915 to 


Data for 1929 to 1952 from 
These 


figures include more local governments, but a more limited category of outlays than those in 


columns 1 and 2. 


+ Estimated from incomplete data found in Census reports and state and local financial 


reports. 

t All capital outlays were $7,436 million. 
op. cit.) 
projects. States are in a better position 
than municipalities to plan their con- 
struction programs to meet the needs of 
fiscal policy because of better and less 
restricted credit and the nature of their 
projects. But even state borrowing 
powers are too restricted to meet the 
problems of a serious recession. 


(Summary of Governmental Finances in 1962, 


sion in current expenses, and there was 
a steady increase in the amount of in- 
terest-bearing debts outstanding from 
$5.5 billion in 1915 to $7.1 billion in 
1919. The two periods in which state 
and local debts have decreased are the 
1930’s, when there was a 4 per cent de- 
cline between 1933 and 1934, and the 
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1940’s, when there was a 22 per cent 
decline between 1942 and 1946. Only 
in the latter case was this a counter- 
cyclical influence. This World War I 
experience indicates that both state and 
local governments can reduce debts in 
inflationary periods. The possibilities 
of deficit financing in deflationary pe- 
riods, however, are distinctly limited. 
The first obstacle is lack of credit, 
particularly for municipalities. The 
early history of both state and local 
debts contains many records of reckless 
borrowing and default. Both state and 
local governments undertook overambi- 
tious improvement programs in the first 
half of the nineteenth century, which 
resulted in frequent defaults. Also, in 
the absence of adequate controls there 
was serious mismanagement. The states 
improved their financial position in the 


latter part of the century; in fact, the 
great majority were nearly free of debt 


in 1902. Only 12 states had as much 
as $5 million outstanding at this time. 
But local government defaults were 
large in each period of economic crisis. 
The gross indebtedness of municipalities 
in default in 1936 was approximately 
$2,225 million.* The result of this ex- 
perience has been increasingly tight 
controls on both state and local borrow- 
ing, and these interfere with deficit fi- 
nancing in periods of business decline. 

Many states have limited their own 
borrowing power, through constitu- 
tional provisions and state legislation, 
even more than they have limited local 
government borrowing. In most states 
the purposes for which bonds may be 
issued are narrowly restricted, although 
borrowing for highways is usually per- 


8 A. M. Hillhouse, Municipal Bonds (1936), p. 26. 
Municipal defaults were estimated to involve ap- 
proximately 20 per cent of all local indebtedness in 
the 1870’s and 10 per cent in the 1930's. (Ibid., 
p. 17.) 
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mitted. Sometimes there are absolute 
limits on the amount of such loans; 
sometimes they are fixed at a percentage 
of the assessed value of taxable prop- 
erty; and sometimes new bond issues are 
subject to a referendum or a two-thirds 
vote of the legislature. This makes any 
substantial deficit financing difficult, 
and quick action is all but impossible. 

At the local level, also, there are re- 
strictions both on the amount and pur- 
pose of loans. The most common form 
of debt limit is the restriction of total 
borrowing to a percentage of the local 
assessment roll. Thus the amount of 
debt permitted tends to increase in pe- 
riods of inflation and decrease in periods 
of deflation. In consequence of this 
many municipalities which had bor- 
rowed to the limit in the 1920’s were 
forced to use part of their shrinking 
tax yields in the 1930’s to repay debts 
as they fell due. 

If state and local governments are to 
engage in countercyclical financing, the 
first step appears to be to replace the 
rigid debt limits that are now so preva- 
lent with more flexible administrative 
controls. Some controls must remain, 
since even if the finances of the great 
majority of local governments are hon- 
estly and prudently administered, the 
defaults of the few can ruin the entire 
municipal bond market. Municipal 
credit was so impaired in the depression 
of the 1930’s that nearly $500 million 
of municipal bond offerings failed to 
find a market in the years 1933 and 
1934.° 


A few states now have local govern- 
ment boards or commissions to investi- 
gate and approve local bond issues, and 
some of these assist in the marketing of 
such securities. Also, a number of 


9“ State and Municipal Compendium,” Commercial 
and Financial Chronicle, June, 1934 and June, 1935, 
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states make a point of assisting local 
governments by investing a substantial 
part of state funds in the bonds of their 
own municipalities. If this form of 
control and aid were to replace the rigid 
debt limits now generally in effect, it 
should be possible to maintain even 
more effective controls than are pro- 
vided by the specific debt limits, and 
still make it possible to engage in deficit 
financing in periods of recession. This 
assumes, of course, intelligent and ef- 
fective state administration. 

For the state governments many of 
the existing restrictions are meaningless. 
There have necessarily been so many ex- 
ceptions to the stricter controls that 
their value is questionable. And tying 
the amount of state debts to a percent- 
age of the assessed value of taxable 
property in those states that no longer 
obtain their revenues from a tax on 
property serves no useful purpose. Re- 
laxation of the controls of the referen- 
dum, or a two-thirds vote of the legisla- 
ture, would be harder to justify; but 
careful planning on the part of state au- 
thorities should make it possible to get 
the necessary authorization in advance 
of need as a part of the planning pro- 
cedure. 


The federal government could assist 
at both the state and local levels, either 
by guaranteeing issues, after appropriate 
investigation, or by direct investment. 
This was done in some measure during 


the 1930’s. The RFC and the PWA to- 
gether purchased approximately two- 
fifths of all the state and local bonds 
marketed in 1933, and approximately 
one-fourth in 1934. Some losses were 
incurred from these investments, but 
the majority were remarketed at a profit 
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in a comparatively short space of time."® 
Such federal action cannot be very ef- 
fective, however, if rigid debt limits are 
continued, 


Reserve Funds 


The alternative to more flexible debt 
controls is the building up of surpluses 
in periods of prosperity. This is eco- 
nomically sound but politically difficult. 
States have, in fact, accumulated large 
surpluses over recent years. In 1952 
the cash and security holdings of all 
states combined, not including the as- 
sets of the insurance trust systems, ex- 
ceeded the gross outstanding debts. 
Comparatively little of this is available, 
however, for public works projects in 
periods of depression. Stabilization 
funds, as such, are few and inadequate. 
To illustrate, such stabilization funds 
were established in New York State in 
1946. As a consequence of this meas- 
ure the revenues of the general fund, to 
which most of the state tax revenues ac- 
crue, are now divided in two parts, the 
smaller share (in 1953 approximately 
45 per cent) to be used for state pur- 
poses, and the larger share to be paid into 
the local assistance fund for local pur- 
poses. Provision is made, further, for 
the transfer of excess revenues in either 
of these funds each year to reserve 
funds. It was expected, when the law 
was enacted, that these reserve funds 
would be maintained at a level between 
25 per cent of current expenditures as a 
minimum, and 35 to 45 per cent for 
state and local purpose expenditures, re- 
spectively, as a maximum. Taxes were 
to be adjusted, presumably, only when 

10 Senate Document No. 69., 78th Cong., Ist Sess., 


Federal, State and Local Government Fiscal Relations 
(1943), p. 393. 
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the funds exceeded or fell short of these 
amounts. No provision was made for 
budgeting appropriations to the reserve 
funds during periods of high tax yields, 
nor were any restrictions placed on in- 
creasing expenditures." 

Surpluses over current expenditures 
have in fact been very large since these 
funds were established in 1946, but 
most of the surplus revenues have gone 
to the capital construction fund. This 
fund has financed approximately $500 
million of capital outlays from current 
revenues in the past decade. But the 
reserve funds have never reached the 
minimum 25 per cent; and they have 
not grown as rapidly as the expenditures 
for which they are being held in reserve. 
Thus at the end of the fiscal year 1953 
the State Purpose Reserve Fund stood 
at approximately 15 per cent of state 
purpose expenditures for the year, and 
the Local Assistance Reserve Fund stood 
at 9 per cent of local assistance expendi- 
tures. These sums are not sufficient to 
meet any sharp drop in revenues. This 
record is another demonstration of the 
difficulty of persuading legislators to set 
aside large sums in anticipation of re- 
duced income. It would, of course, be 
possible to put more safeguards on the 
building up of such funds than those 
provided by the New York State legis- 
lation, in order to accumulate more re- 
serves in times of prosperity, but the 
expectation of life of the average ad- 
ministration is not long enough to en- 
courage the necessary forbearance. And 
the chances are that if the money is 
available it will be spent before any 
large accumulations are realized. 


11 For a detailed account of the operation of these 
reserves, see David M. Blank, “Reform of State- 
Local Fiscal Relations in New York,” National Tax 
Journal, December, 1950, pp. 326-347 and March, 
1951, pp. 77-91. 
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Federal and State Aid 


The existing federal and state aid 
programs for public assistance provide 
some countercyclical pressure in that 
they encourage larger expenditures for 
this purpose than would otherwise be 
incurred. More could be done, how- 
ever, in this area to give them greater 
flexibility. The recent revision of the 
New York State general assistance grant 
is an illustration of the kind of change 
that might be helpful. This grant for 
general assistance is fixed at 50 per cent 
of expenditures. If, however, the num- 
ber of recipients exceeds 1 per cent of 
the population, the state will increase its 
aid to 80 per cent of the cost of the ad- 
Thus in the areas and at 
the times of greatest need, state aid is 
increased. 

The proposed federal equalizing aids 
for education, varying in inverse pro- 
portion to the per capita income, would 
also serve this purpose, with some modi- 
fications to take account of cyclical 
changes. If a comprehensive system of 
federal and state aid for both education 
and public assistance were to be geared 
to differences in per capita income, and 


ditional cases. 


differences in local needs as measured by 
the proportion of school children in the 
population and the proportion of the 
population on the public assistance rolls, 
these important 
countercyclical influence, since such ex- 
penditures are at all times an important 
part of local costs. 


could become an 


Federal and state grants for capital 
outlays do not lend themselves so 
readily to automatic adjustment with 
need. Also, it is less urgent for the 
purpose in hand since, if debt limits are 
relaxed, these can be financed by bor- 
rowing. In the event of a serious de- 
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pression, federal or state assistance might 
be desirable, but it is hardly necessary 
to attempt to devise a permanent aid 
program in this area that would operate 
in a countercyclical fashion. The use 
of block grants for general purposes is 
sometimes proposed, but these are less 
adapted to countercyclical financing 
than grants tied to specific functions, 


Conclusions 


One obvious difficulty with enlisting 
the cooperation of state and local gov- 
ernments in countercyclical financing is 
the sheer number of these authorities. 
Although there has been a marked de- 
cline in the number of local units with 
independent financial powers in recent 
years, they still total more than 100,- 
000." It is hardly to be expected that 
in the immediate future the majority of 
responsible officials in these jurisdictions 


can be persuaded to adopt countercycli- 
cal measures even when these are prac- 


ticable. This difficulty is not as great, 
however, as the number of spending 
units suggests. A breakdown of state 
and local expenditures for 1952 by 
spending units shows that more than 
half of the total of state and local ex- 
penditures was made by 44 units—34 
states and 10 cities—spending more 
than $100 million each.’ Also the 
larger units are, for the most part, 
better able to adopt countercyclical 
measures than the smaller ones, both be- 
cause of better credit and the greater 
scope of their activities. Even the 
larger units, though, will need more dis- 


12 117,000 in 1952. 
Finances, op. cit., p. 22.) 


(Summary of Governmental 


13 Total state and local expenditures from state 
and local sources in this year amounted to $28.3 bil- 
lion and the expenditures of these 44 units from 
their own revenues totaled $15.3 billion, or 53.9 
per cent of the total. 
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cretion and more assistance than they 
now have if they are to adopt any ef- 
fective fiscal policy. 

The federal government will presum- 
ably have to assist and direct state and 
local governments in some measure in 
order to obtain the needed cooperation. 
Before discussing the form of such as- 
sistance, however, some review of inde- 
pendent state and local action is needed. 

The steps which might be taken by 
the municipalities themselves have been 
discussed at some length in a recent ar- 
ticle in this Journal.'* This emphasizes 
the desirability of an elastic revenue 
system and substantial reserves. With- 
out questioning the desirability of such 
measures, the probability of achieving 
them in sufficient degree to serve as an 
effective countercyclical force seems 
doubtful. Local governments have 
shown restraint with regard to capital 
expenditures in war periods, but they 
did not come out of the war with any 
large reserves. They did make substan- 
tial reductions in their debts, leaving 
fairly generous margins of borrowing 
capacity within existing debt limits, but 
these have been about exhausted in the 
postwar expansion period. Also, as in- 
dicated earlier, the opportunities for de- 
veloping elastic tax systems are seriously 
limited by the fact that federal and 
state governments are already well en- 
trenched in this field. To date only one 
city has succeeded in levying a local in- 
come tax in addition to state and fed- 
eral levies. It seems possible that local 
governments might make more progress 
by improving local assessments and at- 
tempting to restore the old practice of 
a variable annual tax rate, increasing 
rates in periods of prosperity and using 
the proceeds to retire debts, and in this 


14 Melvin and Anne White, March, 1954, p. 17. 





No. 2] 


way increasing their debt margins in 
preparation for deficit financing and 
expansion of public works in periods of 
depression. Even this proposal is prob- 
ably unrealistic in view of all the local 
pressures. 

The possibilities of state action, both 
with regard to its own finances and 
those of its municipalities, are very 
much greater. Assistance to local gov- 
ernments might take the form of 
broadening local tax powers beyond the 
measures taken in recent years, although 
the development of an elastic local tax 
system is, as indicated above, rather 
doubtful. The restoration of the local 
tax base of real estate now exempt un- 
der various homestead and industrial ex- 
emption provisions would also help 
without encroaching on the states’ own 
tax sources. And the removal of the 
more restrictive tax limits, together 
with assistance in improving local assess- 
ments, would provide some elasticity 
even with the present tax base. 

Further state action should include 
the substitution of flexible state admin- 
istrative controls for the more rigid 
debt limits combined with assistance in 
marketing securities. And finally, state 
aid programs, particularly for public as- 
sistance and education, can in some 
measure be geared to a countercyclical 
program. 

The states can adapt their own fi- 
nancing to changing business conditions 
by reducing debts in inflationary pe- 
riods more consistently than they have 
in the past, and deferring capital out- 
lay as far as practicable until periods of 
recession. This will require somewhat 
more flexible debt limits than those now 
prevailing, and more self-denial on the 
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part of administrations in office during 
periods of prosperity than they have 
shown in the past. The adoption of 
more elastic revenue systems than those 
now found in the majority of states, 
and the building up of reserves in pe- 
riods of prosperity would also be useful. 
But it seems probable that these changes 
would be more difficult to achieve than 
increased capital outlays in periods of 
recession and debt repayments in pe- 
riods of prosperity. 

The federal government can assist in 
getting state and local government fi- 
nances on a countercyclical basis by in- 
vesting in state and local bonds in pe- 
riods of depression and by equalization 
grants for public assistance and educa- 
tion. 

These changes will not be achieved 
readily, but we are likely to underesti- 
mate the will and the capacity of state 
and local authorities to achieve this end. 
The whole concept of countercyclical 
financing is comparatively new, and the 
fact that in the past, state and local gov- 
ernment financing has accentuated 
rather than counteracted private busi- 
ness fluctuations is not, therefore, proof 
that changes cannot be expected. On 
the contrary, there appears to be much 
interest in this problem among state and 
local authorities. Some important steps 
have already been taken at the state 
level. In recent months, faced with the 
threat of recession, several states have 
proposed substantial capital construc- 
tion programs as a device to check the 
downward movement. It will, how- 
ever, require the cooperation of all levels 
of government to achieve countercycli- 
cal financing at the state and local 
levels. 





REGIONAL DIFFERENCES IN THE SCALE OF 
STATE AND LOCAL GOVERNMENT 


ALLEN D. MANVEL * 


ERHAPS inevitably, popular con- 

cern for recent high levels of taxa- 
tion and of public spending and em- 
ployment seems to be directed particu- 
larly toward the federal government. 
It is far easier to focus attention upon a 
single entity, however large and com- 
plex, than upon the thousands of sepa- 
rate units which make up the totality 
of state and local governments in the 
United States. Moreover, in the past 
decade of hot war, uneasy peace, and 
now “cold war,” total taxes, debt, and 
spending of the national government 
have far outweighed those of state and 
local governments. 

It is nevertheless useful to recognize 
the very great magnitude, over-all, of 
the operations of state and local govern- 
ments. In 1952, spending by these 
governments was somewhat larger than 
direct federal spending for all purposes 
other than military defense ($30.9 bil- 
lion versus $30.6 billion, respectively). 
Even more notably, the number of per- 
sons employed by state and local gov- 
ernments is practically double the total 
of federal civilian employment. 

If one measures operating scale in 
terms of civil employment, then it can 
be concluded that state and local gov- 
ernments materially outweigh alto- 
gether the entire federal government. 
This may be regarded as testimony to 
the vitality of our federal system which 
should at least temper some of the con- 
cern which has been so widely expressed 
over an alleged “ overwhelming drift ” 


* Mr. Manvel is chief of the Governments Division 
in the Bureau of Census. 


of responsibilities to the central govern- 
ment. 

Another question pertinent to the 
governmental pattern of the United 
States, however, is more difficult to an- 
swer: To what extent does our federal 
system permit and encourage adaptation 
of government to the differing needs 
and conditions of various areas? In 
terms of structure, tremendous varia- 
tion may be found across the nation in 
the framework of government and the 
patterns for assignment and financing 
of various public services as among the 
states and various subordinate units— 
counties, cities, school districts, town- 
ships, and special districts. This very 
diversity, however, makes it more diffi- 
cult to ascertain: To what extent is 
there actually a material difference in 
the scope and scale of governmental 
operations carried on by this complex 
of units and agencies in various areas of 
the nation? 


The present article is an attempt to 
scratch the surface of this question, 
making use mainly of data developed 
by the Bureau of the Census for its re- 
port entitled State Distribution of Pub- 


lic Employment in 1952. As a com- 
mon denominator of governmental 
scale, the measure here applied is num- 
ber of public employees. The relative 
magnitudes of public functions and of 
total governmental scale in various state 
areas, as thus measured, will differ ma- 
terially from the results of comparisons 
based upon total state and local govern- 
ment expenditure, since public spending 
is affected not only by number of em- 
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ployees but also by such additional fac- 
tors as (1) inter-area and interfunc- 
tional differences in pay rates; and (2) 
payments for other costs besides per- 
sonal services—particularly public as- 
sistance and capital outlays.’ 


Approach 


Five major steps have been involved 
in developing this brief analysis: 

1. “Full-time” equivalent adjust- 
ment. A considerable number of the 
persons employed by states and espe- 
cially by local governments are engaged 
on only a part-time basis. It has been 
necessary, therefore, to adjust “ total ” 
employment for various functions, as 
reported by the Census Bureau, so as to 
count part-time personnel only on a 
fractional basis; ic., as equal to the 
number of persons that could have been 
employed at the average rate paid to 


full-time personnel engaged in the same 


function. Throughout the following 
discussion, numbers and ratios of public 
employees relate to this concept of full- 
time equivalent employment. 

2. Separation of “ urban-type ” func- 
tions. A considerable fraction of all 
local government employment is to pro- 
vide services which are needed or pub- 
licly supplied only (or nearly so) in 
densely populated areas. Because of 
marked differences between state areas 
in degree of urbanization, it seems im- 
portant to distinguish this type of pub- 
lic employment from that which in- 
volves services which are also needed 
and provided in nonurbanized areas. It 
is not possible, for this purpose, merely 


1In any event, the other comparison cannot be 
made; state-by-state statistics are lacking for any 
period since 1942 as to aggregate state and local gov- 
ernment spending for all functions, although more 
recent figures by state area are available as to public 
assistance payments, highway expenditure, and edu- 
cational expenditure. 
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to isolate figures for a single type of 
government, such as municipalities: 
many city governments provide services 
in such fields as education, health and 
hospitals, and highways (i.e., streets) 
which are not unique to urban areas; 
and other types of local governments in 
some instances provide certain urban- 
type services within municipalities or in 
other densely populated areas. 

Necessarily arbitrary and imprecise 
standards have therefore been applied in 
determining that, of the 4,012,000 em- 
ployees of state and local governments 
in October, 1952, some 852,000 were 
engaged in urban-type functions. This 
number includes all local government 
employees for publicly operated utilities 
(water, electric, gas, and transit sys- 
tems), fire protection, sanitation, parks 
and recreation, and housing, as well as 
city government employees for police 
and “all other ”’—mainly general mu- 
nicipal administration. 

The results of these two steps appear 
in Table 1, which shows state and local 
government employment by function 
and by state area in terms of full-time 
equivalent numbers as of October, 
1952. It may be noted that the frac- 
tion of all state and local government 
employees required for urban-type 
functions ranges very widely—from less 
than 9 per cent in three states to over 
30 per cent in two states. 

3. Relating employment to popula- 
tion. To simplify comparisons as 
among functions and state areas, the ab- 
solute employment figures have been re- 
lated to the population of each state as 
of July 1, 1952. Table 2, then, shows 
the number of state and local govern- 
ment employees per 10,000 inhabitants, 
by state and by function. For con- 
venient reference, this table also shows 
per capita individual income in each 
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state in calendar 1952, as reported by 
the U. S. Department of Commerce. 
Total population should be regarded 
as a convenient common denominator 
rather than as a precise measure of need 
for, or capacity to finance, various gov- 
ernmental services. Some functions, 
such as education and public welfare, 
are far more directly related to the pop- 
ulation of particular age groups than to 
total population, and the need for pub- 
lic provision of various services is also 
undoubtedly affected strongly by nu- 
merous factors other than population. 
At least some of the ratios shown in 
Table 2 are probably too approximate 
to be properly used for very close inter- 
state comparisons or rankings. The 
precision of these ratios is limited not 
only by rounding (which is significant 
for the relatively minor “ natural re- 


sources” and “ public welfare” func- 


tions), but also as a result of their being 
derived from a sample mail-canvass sur- 
vey. Specifications for the Census sur- 
vey involved the use of a sample de- 
signed to measure quite precisely total 
public employment and payrolls in each 
state,” but a greater degree of sampling 
variance probably applies to subordinate 
detailed amounts. Moreover, figures 
for particular functions may be subject 
to greater response error than the totals 


2 Specifically, the goal was to obtain complete state 
government figures and to develop local government 
estimates which, for school and nonschool employ- 
ment separately, would have a sampling variation of 
less than 2 per cent (i.e., might be expected in two 
cases out of three to be within this range of findings 
obtainable from a complete coverage survey of simi- 
lar nature). Tests of the published Census figures 
showed that these specifications were fulfilled by the 
estimated aggregates for practically all of the state 
areas, 

Results of a similar Census survey of public em- 
ployment for October, 1953 (published under the 
title State Distribution of Public Employment in 
1953 after the text and tables of the present article 
had been developed) are closely consistent with 1952 
findings, except in a limited number of instances 
where, it seems likely, the 1953 data are somewhat 
more precise than those for 1952 discussed herein, 
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—for example, where employees of 
minor agencies or very small govern- 
ments have been reported to the Census 
Bureau as “other and unallocable,” 
rather than in terms of specific func- 
tions served. 

4. State grouping by region and 
public employment ranking. The most 
summary of recognized bases for re- 
gional grouping of states has then been 
applied, involving four regions: the 
Northeast, which comprises the 6 New 
England states plus New York, New 
Jersey, and Pennsylvania; the South, 
comprising 16 states from Delaware to 
Texas; the West, which altogether in- 
cludes 11 West Coast and Mountain 
states; and the North Central region, 
made up the other 11 states from Ohio 
to Nebraska and Minnesota to Missouri. 

For each of the functions shown in 
Table 2, it was then determined which 
states ranked in the highest third and 
which in the lowest third of all the 48 
states, in ratio of employment to popu- 
lation.’ The results, in terms of per- 
centages of “high” and “low” states 
in each of the four regions, appear in 
Table 3. This grouping into only three 
ratio groups—high, medium, and low— 
not only has advantages of simplicity 
but should help to take account of the 
limitations on precision of certain in- 
dividual state ratios which have been 
mentioned above. 

§. State grouping by individual in- 
come level. Data as to per capita in- 
dividual income in calendar 1952 
(shown in Table 2) have been used to 
group each of the 48 states also into 
“high,” “ medium,” and “low ” thirds 
with regard to income level. Table 3 


3 The “high” group includes the 16 states which 
have the largest ratios, and the “low” group in- 
cludes the 16 states with a ratio nearest to zero. 
For some functions in two states as indicated by the 
“Data not available” notes on Tables 1 and 2, the 
Census Bureau was unable to obtain an adequate basis 
for estimates. 
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TABLE 2 


Strate AND Loca, GovERNMENT EMPLOYeES, ror NONURBAN-TYPE FUNCTIONS, 
Per 10,000 INHABITANTS, BY State: Ocroper, 1952 
(In terms of full-time equivalent employment) 


» 

Education —_Total Health vy. . er 

: Netof High- and tural Public 4 Capita 
Public Educa- ways Hos- of ~ Other p~ 

Schools Other sion pitals 80urces fare rome 


Total _ 
State Em- 
ployees 


United States 
Average 5 K f ; 26 
Alabama 9 ‘ 14 
Arizona 21: 18 
Arkansas y 5 5 16 
California 
Colorado 
Connecticut 
Delaware 
Florida 
Georgia 
Idaho 
Illinois 
Indiana 
Iowa 


$1,639 
1,012 
1,498 
951 
2,032 
1,618 
2,080 
2,260 
1319 
1,137 
1,438 
1,983 
1,685 
1,545 
1,698 
1,135 
1,206 
1,361 
1,761 
1,749 
1815 
1,491 
818 
1,583 
1,697 
1,566 
2,250 
1,530 
1,959 
1,331 
2,038 
1,049 
1 223 
1881 
1,285 
1,733 
1,710 
1,655 
1,099 
1,258 
1,126 


1,452 
1,450 
1,336 
1,322 
1810 
1,232 
1,649 
1,607 


t 


Kentucky 
Louisiana 

jo ee eee 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 

Montana 
Nebraska 

Nevada 

New Hampshire .. 
New Jersey 

New Mexico 

New York 

North Carolina ... 
North Dakota .... 
Ohio 

Oklahoma 

Oregon 
Pennsylvania .... 
Rhode Island .... 
South Carolina ... 
South Dakota .... 
Tennessee 


— 


6 
8 
7 
1 
2 
8 
4 
7 
9 
8 
0 
4 
NA N 
6 
5 
6 
2 
3 
4 
2 
4 
6 
6 
5 
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Virginia 
Washington 

West Virginia .... 
Wisconsin 
Wvoming 


ao 


NA—signifies data not available. 
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shows, for each function, the relation 
between this grouping and the ratio of 
public employment to population. 


Findings 

Total employment. Net of persons 
engaged in urban-type functions, in 
October, 1952, there were 203 state and 
local government employees per 10,000 
population in the entire nation. The 
lowest ratio state, with 165 per 10,000, 
was about one-fifth below the national 
average; while the highest ratio state, 
with 312 employees per 10,000, was 
half again greater than the average. 

The western area has a materially 
higher level of state and local employ- 
ment (net of urban functions) than 
any other region, as indicated by the 
following figures: 


Total state and local 
employment 
(net of urban functions) 
per 10,000 inhabitants 


244 
North Central ... 198 
Northeast ........ 195 
South 194 


Region 


Nor is this tendency accounted for by 
only one or a few western states. Of 
all 11 in this region, 7 rank in the top 
third and the other 4 in the middle 
group. None appears among the low- 
est third of the states in terms of total 
state and local government employment 
per population. 

Education employees. Of the 3,159,- 
000 persons employed by state and local 
governments for nonurban functions in 
October, 1952, nearly one-half, or 
1,449,000, were teachers or other em- 
ployees of school systems. An addi- 
tional 226,000 persons—mainly em- 
ployees of state institutions of higher 
education—were also concerned with 
public education. Thus the one func- 
tion of education involves altogether 
more than one-half of all state and local 
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employment exclusive of urban func- 
tions (or about 41 per cent of the total 
including such functions). 

In October, 1952 public schools in- 
volved a national average of 93 em- 
ployees per 10,000 population, and the 
middle third of all the states ranged 
closely, between 92 and 103 per 10,000; 
however, the ratio was as low as 65 per 
10,000 in one state and as high as 131 
per 10,000 at the other extreme. Simi- 
larly, “ other ” educational employment 
(mainly for higher education institu- 
tions) ranged between § and 38 per 
10,000 population although the middle 
third of all states ranged only between 
16 and 20 employees per 10,000. 

In this major functional area, the 
western region also stands out; notable 
also, however, is the relatively limited 
level of public education employment 
in the northeast area, as indicated by 
the following figures: 


State and local educational 
employees 
per 10,000 inhabitants 


125 
112 
North Central ... 111 
Northeast 87 


Region 


As this summary might suggest, a ma- 
jority of the northeast states fall in the 
lowest third in ratio of employment to 
population for both public schools and 
“other education,” while no western 
state is in the lowest third as to public 
schools and only one of the 11 is low as 
to “ other education.” 

Among the factors which presumably 
contribute to these differences (but 
which have not been explored in the 
present analysis) are: differing propor- 
tions of school-age population in vari- 
ous states; the relative importance of 
public versus private education (pz:- 
ticularly at the collegiate level) in vavri- 
ous states; variations in population den- 
sity—which is sparse in much of the 
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West and averages heaviest in the 
Northeast; and the system of segrega- 
tion in southern public schools. 

Total of nonurban functions other 
than education. The West also out- 


ranks other regions in state and local 
employment for noneducation func- 
tions while the Northeast ranks next, 
as indicated by the following figures: 


State and local employees 
(net of urban functions) 
other than for education 

per 10,000 inhabitants 


Region 


Northeast 
North Central ... 
South 


For the United States as a whole, 
state and local employment for non- 
urban functions other than education 
averages 95 persons per 10,000 inhabi- 
tants, and for the middle third of the 
states this ratio ranges only between 87 
and 106 per 10,000. However, in one 
state the ratio is only 67 per 10,000 
while at the other extreme, (for Ne- 
vada) it is 195 per 10,000. A majority 
of the 16 southern states fall in the 
lowest one-third, while a majority of 
western and of northeastern states fall 
in the highest one-third. 

Highways. This function ranks next 
to—though far below—education in 
volume of state and local government 
employment. In October, 1952 it en- 
gaged 419,000 persons, or about 13 per 
cent of the 3,159,000 total for all ex- 
cept urban functions. Requiring on 
the average 26 full-time persons per 
10,000 inhabitants, this governmental 
activity ranges widely in scale among 
the various states—from 18 to 58 per 
10,000 inhabitants. 

There appears a tendency toward 
greater-than-average highway employ- 
ment in the West (with only 1 of the 
11 western states in the lowest one- 


(Vo. VI 


third) and somewhat less-than-average 
highway employment in the Northeast. 
It may be noted that this function in- 
cludes urban streets, as well as rural 
highways. Apparently, nevertheless, 
the sparseness of population in certain 
states, particularly in the West, tends to 
push upwards their level of highway 
employment in relation to population. 

Health and hospitals. For the nation 
as a whole, this broad functional cate- 
gory ranks close to highways in total 
volume of state and local government 
employment, engaging 402,000 persons 
in October, 1952. However, in most 
states the highway function engages 
many more persons. The national total 
for health and hospitals is strongly af- 
fected by the relatively high level of 
such employment in major states like 
New York, California, and Massachu- 
setts. Asa result, although the national 
average for health and hospitals is 26 
per 10,000 inhabitants, the median state 
has only 21 per 10,000, and the middle 
third of the states range between 19 and 
25 per 10,000, while the ratio is less 
than 15 per 10,000 in several states. 

The Northeast runs higher than other 
regions for this function, with § of the 
11 states there in the top third, and 
only one in the lowest third in ratio of 
employment to population. 

Natural resources. Although rela- 
tively minor for the nation as a whole 
—engaging 101,000 employees, or an 
average of 6 per 10,000 population— 
this function is of much larger scale in 
some areas. Individual state ratios 
range between 2 and 25 per 10,000 in- 
habitants, but most of the western 
states (9 of the 11 there) fall in the 
top third and have 10 or more persons 
per 10,000 inhabitants engaged in natu- 
ral resources activities. The Northeast- 
ern and North Central states are gen- 
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erally near the other extreme, with little 
such employment, while the Southern 
states reflect a variety of ratios. 

Public welfare. Most governmental 
spending for public welfare purposes 
takes the form of public assistance. In 
1952 personal service costs made up less 
than one-ninth of all state and local 
government spending for public wel- 
fare.t Nevertheless, state and _ local 
governments employ 88,000 persons for 
this function, or about 6 per 10,000 in- 
habitants. There is considerable varia- 
tion in this ratio as among various 
states; i.e., from 2 to about 10 per 
10,000, with a tendency toward a 
higher-than-average level of public wel- 
fare employment in the Northeast (6 of 
the 9 states there ranking in the top 
one-third), and less-than-average wel- 
fare employment in the South (10 of 
the 16 states there being in the lowest 
third). 

All other. The functions discussed 
above, together with functions prima- 
rily of an urban nature and engaging 
some 852,000 persons in October, 1952, 
accounted for all except about 474,000 
of the 4,012,000 persons employed by 
state and local governments in October, 
1952. This remaining number has to 
do with a wide range of activities, in- 
cluding public libraries, operation of 
prisons and jails, financial administra- 
tion (including tax collections), and 
other “ general control” operations of 
governments. It also comprises em- 
ployment of liquor stores operated by 
16 state governments (although these 
number only about 14,000 persons al- 
together, or from 1 to 7 per 10,000 in- 
habitants in the various states con- 
cerned). 

Altogether this broad residual cate- 


4See Bureau of the Census, Summary of Govern- 
ment Finances in 1952. 
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gory involves a national average of 30 
state and local employees per 10,000 in- 
habitants with the middle third of the 
states ranging between 28 and 35 em- 
ployees per 10,000. This category gen- 
erally tends to be high in the West 
(with 8 of the 11 states in the top one- 
third and one in the lowest one-third), 
and relatively low in the South (where 
11 of the 16 states are in the lowest one- 


third). 
Observations 


For the foregoing summary data and 
limited analysis, it seems possible to 
hazard a number of conclusions and ob- 
servations. 

1. There is a basic common pattern 
to be found in the general scale and 
ranking of major functions performed 
by state and local governments. The 
predominance of education as against 
any other function is particularly nota- 
ble, and the next-ranking order of high- 
ways and then health and hospitals as 
major employing functions is subject to 
relatively few exceptions. When one 
recalls that each state government has 
substantial autonomy, constitutionally, 
in providing directly or by delegation 
for needed public services, this degree 
of underlying uniformity can be viewed 
as a clear reflection of the nationwide 
pervasiveness of common attitudes and 
standards, as applied to a highly diverse 
pattern of geographic, demographic, 
and economic circumstances. 

2. Within this fundamental frame- 
work, nevertheless, one can recognize 
significant variations which exhibit in 
many instances a tendency toward com- 
mon regional patterns. Perhaps smaller 
and more homogeneous groupings of 
states might be expected to bring out 
this tendency more sharply. Each of 
the four large groupings used in the 
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present analysis actually includes states 
which are highly diverse in income 
level, population density, rate of growth, 
and other fundamental characteristics. 
It seems likely that some evident de- 
partures from predominant regional 
tendencies result at least partly from 
differences of individual states from the 
prevailing economic or demographic 
character of the regional grouping in 
which they are placed; e.g., Delaware, 
with a high income level, in the South 
and New Mexico, with a relatively low 
income level, in the western region. 

3. Income level alone, however, does 
not appear to be a dominating factor in 
the scale of public employment in total 
or for most functions. As indicated by 
Table 3, only for health and hospitals, 
public welfare, and the residual “all 
other” category does there appear a 
strong positive correlation between vol- 


ume of public employment and income 


level of various state areas. It would 
appear that the traditions and geo- 
graphic and demographic characteristics 
of major regions are at least as influ- 
ential as economic capacity in this re- 
gard.” 

4. Even after considering rather ob- 
vious demographic and economic char- 
acteristics, one is left with unanswered 
problems as to levels of public employ- 
ment in certain states. Some of these 
are no doubt traceable to traditional or 
institutional arrangements whereby, for 
example, private provision of education 
or of hospital care is partly substituted 
for facilities and services which in most 


5It should be noted that this discussion concerns 
the volume of public employment, rather than _ its 
cost or the total of state and local government 
spending. Census data do show a high correlation 
between average individual income level and average 
pay rates of state and local employees in the various 
states, 
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parts of the country are publicly oper- 
ated. Yet no ready reason, in the ab- 
sence of more research, can be offered to 
explain, for example: in the Northeast, 
the many striking differences between 
New York and nearby Pennsylvania 
and New Jersey; in the South, the rela- 
tively high employment ratio of such 
states as Louisiana and Florida, and the 
relatively low ratios of such states as 
Maryland and Texas; in the West, some 
of the striking contrasts between Ne- 
vada and its neighboring states; and in 
the North Central region, the contrast 
between Ohio and, for example, Iowa 
or Minnesota. 

§. While differences in general effi- 
ciency of government undoubtedly ex- 
ist as among the various state areas, it 
seems a reasonable presumption that this 
is a far less important factor in deter- 
mining the relative level of govern- 
mental employment than are differences 
in the scope and intensity of public 
services, and in underlying conditions 
(e.g., population density) for their pro- 
vision. On this basis, then—returning 
to the question posed at the outset of 
this article—one may conclude that rel- 
atively sizable differences do exist in the 
scope and scale of services provided by 
state and local governments in various 
parts of the nation. To the extent that 
some such differences appear even as be- 
tween individual state areas which are 
otherwise similar in many important as- 
pects, it seems reasonable also to believe 
that relatively localized policies and 
public attitudes-—and not merely na- 
tionwide trends or common regional 
characteristics—have played an impor- 
tant part in determining the relative 
scale of state and local government 
within the various state areas. 





PRICING OF GOVERNMENT SERVICES 


JULES BACKMAN AND ERNEST KURNOW * 


OVERNMENT enterprises deter- 
mine prices for a number of goods 
and services which they sell. Illustra- 
tions include postal rates, fares for 
transit facilities, rates for municipal or 
federal electric power and water, tolls 
for the Panama Canal, tolls for bridges 
and roads, and prices for publications 
of the Government Printing Office. 
These services have been sold for many 
years. Nevertheless, there are available 
only scattered materials concerning the 
criteria used by these agencies to deter- 
mine the prices they charge. Further- 
more, there exists no systematic survey 
of the available material, meager though 
it is. 

In recent years, commissions on all 
levels of government have been organ- 
ized to investigate the administrative 
efficiency of government agencies. The 
recommendations very frequently have 
included provisions for the more busi- 
nesslike conduct of government enter- 
prises. Carried over to the field of 
price determination, such recommenda- 
tions imply the development of criteria 
that can rationally and objectively be 
applied in any given political frame- 
work, 

Criteria can be evolved by an ex- 
amination of what has been done in the 


* Jules Backman is professor of economics at New 
York University and has acted as economic adviser 
to government and many industries on prices and 
wages; Ernest Kurnow is assistant professor of eco- 
nomics at New York University and is consultant to 
several New York State agencies. 
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past. Evidence of this type, analyzed 
in the light of past experience, can be 
invaluable. 

Materials relating to price policy can 
be found in Congressional Hearings, re- 
ports of the governmental units carry- 
ing on the enterprises, articles in jour- 
nals, especially those devoted to specific 
services (e.g., water works), reports of 
public service commissions, and studies 
dealing with specific government enter- 
prises. In addition, the criteria used 
often can be inferred from the rate 
schedules themselves. The present study 
was undertaken to comb through the 
available material in an attempt to de- 
termine whether a set of criteria of rate 
making by government agencies could 


be evolved. 


Three criteria emerged as a result of 
this study: public welfare, value of 


service, and cost of service. The value 
of service and cost of service, are 
widely used in the public utility field. 
It was found that while these two 
standards also were applicable to many 
pricing decisions in the field of govern- 
ment price determination, a third 
standard, the public welfare, also is of 
major importance. 

There follows below a summary of 
the nature of the evidence that has been 
gathered to show the criteria used for 
pricing of goods and services sold by the 
government. There appears to have 
been little consideration given by ad- 
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ministrators to the formal establishment 
of any principles or criteria to be used 
as a guide in rate making. What 
evolves, therefore, is a classification of 
the criteria that have been used either 
explicitly or implicitly. 


Public Welfare 


The public welfare concept for rate 
making is peculiarly governmental in 
nature. Government enterprises gen- 
erally are operated for service rather 
than for revenues. However, a price 
may be charged for these services under 
some circumstances, depending on the 
objectives considered to be socially de- 
sirable. When government sells a serv- 


ice—such as postal service—which could 
be or is provided by private industry, it 
is the general practice to charge a price. 
Ordinarily the price will be in line with 
that charged for the comparable type 


of service by industry. But for some 
customers, preferential prices may be es- 
tablished to advance some phase of the 
public welfare. 

Public welfare considerations in many 
instances assume primary importance in 
rate setting. The public welfare goals 
that preferential pricing, the usual 
manifestation of this criterion, have at- 
tempted to achieve are: (a) to foster 
the development and continued exist- 
ence of certain activities considered 
highly desirable for the public interest, 
and (b) to secure a more equitable dis- 
tribution of the cost burden of certain 
governmental enterprises. The first 
category is the objective sought in most 
instances of public welfare pricing. 

The development of socially desirable 
activities. Through preferential pric- 
ing governmental units try to create an 
environment favorable to the develop- 
ment and continued existence of a host 
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of different socially desirable activities. 
Such considerations are prominent in 
the determination of postal rates for 
periodicals, newspapers, and _ books. 
These categories of mail accounted for 
14 per cent of the pieces and 23.6 per 
cent of the weight of all mails in fiscal 
1952. Preferential rates have been 
charged for all second class mail to pro- 
mote the educational, cultural, and re- 
ligious development of our people. The 
dissemination of information over wide 
areas and to large groups has been con- 
sidered an important unifying influence 
to the nation and a promoter of democ- 
racy. 

An outstanding illustration of such 
preferential postal rates is the free-in- 
county delivery of second class matter, 
mainly newspapers. This policy was in- 
troduced more than a century ago. 
Postal officials estimate that this free 
service costs the Department about 
$13.6 million a year in terms of fully 
distributed costs but only about $800,- 
000 in terms of rates charged for other 
types of second class mail.’ Special 
rates also have been established for non- 
profit organizations (religious, educa- 
tional, and related publications), mail 
matter of certain kinds destined for the 
blind, and for publications of general 
interest which contain primarily read- 
ing matter. 

Another illustration of special rates 
to maximize public welfare is found in 
the special postage rates established for 
books mailed by public libraries. The 
relationship between mailing costs of 
library books, parcel post, and other 
books, which because of educational 
reasons, are given lower rates than other 


1 Jules Backman, Rate Policies and Rate Practices 
of the United States Post Office, Magazine Publishers 
Assn., New York, December, 1953, p. 123. 
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types of parcel post, are as follows. The 
1953 rates for library books were four 
cents for the first pound and one cent 
for each additional pound as compared 
with eight and four cents respectively 
for other books. These rates apply 
throughout the country. For parcel 
post, on the other hand, the cost for the 
first pound varies from 18 to 32 cents, 
depending on the zone, while the addi- 
tional pounds cost from 1.45 cents to 
18.05 cents per pound. Thus, to mail 
one pound locally, it costs four cents 
for library books, eight cents for other 
books, and 18 cents for parcel post. For 
a five pound package,” the cost would 
be eight cents for library books, 24 
cents for other books, and 23.8 cents 
for parcel post locally.* In zone eight, 
the cost for both types of books would 
be as shown above, but five pounds of 
parcel post would cost $1.04. These 
data give some measure of the difference 
in rates which is attributable to the 
public welfare criterion. 

As the above illustrations show, there 
may be wide variations in the rate es- 
tablished under the public welfare 
standard. This is particularly evident 
for second class matter, the rates of 
which have been largely influenced by 
this standard. An examination of the 
record suggests that the prevailing rate 
differences have reflected attempts by 
Congress to give weight to what the 


2 The average weight of library books sent through 
the mails was almost five pounds in the fiscal year 
ended June 30, 1952. United States Post Office De- 
partment, Cost Ascertainment Report, 1952 (Wash- 
ington: U. §S. Government Printing Office, 1953), 
p. 74. 


31f all the shipments of library books were made 
locally the savings as compared with the parcel post 
rate would be about $170,000 annually. To the ex- 
tent the shipments were made to other zones the sav- 
ings as compared with parcel post rates would be in- 
creased. 
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traffic can bear or ability to pay. The 
unwillingness of Congress to raise sec- 
ond class rates for publications of non- 
profit organizations in 1951, when all 
other second class mail rates were in- 
creased for deliveries outside the county 
of publication, is a pertinent case in 
point. 

As in the case of the post office, pub- 
lic welfare considerations are fairly com- 
mon in connection with municipal 
water power as the following illustra- 
tion shows: 


1. New York City makes no charge 

for water used by religious prop- 
erties, free schools, day nurseries, 
settlement houses, veterans’ homes, 
hospitals, dispensaries, public li- 
braries, and museums.* 
Some communities make rates at- 
tractive to industry to encourage 
location in the region. This 
makes for added employment op- 
portunities and community well- 
being. It is for this reason that 
the Passaic Valley Commission 
(including Patterson, Passaic, and 
Clifton, New Jersey) materially 
lowered the average cost of water 
for the very large industrial con- 
sumer. In Aurora, Illinois, the 
domestic rate is 72 cents per 1000 
gallons and the industrial rate is 
only 10 cents per 1000 gallons. 
Industrial rates usually vary from 
one-third to one-half of the do- 
mestic rates. To accomplish this 
same objective Elizabeth, New 
Jersey introduced a system of re- 
funds to large consumers." 


4New York City Department of Water Supply, 
Gas and Electricity, Annual Report, 1951, p. 224. 


5 C. H. Capen, “ Modernizing Meter Rates,” Jour- 
nal of the American Water Works Association, Oc- 
tober, 1944, pp. 1082-1083. 
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Reduced water rates during the sum- 
mer months have been used in arid sec- 
tions of the country to encourage the 
maintenance of beautiful yards and 
grounds.° 

The non-revenue functions of the 
Government Printing Office are carried 
on primarily to facilitate the dissemina- 
tion of knowledge to the people of the 
country. Its non-revenue functions in- 
clude: a) compilation and issuance of 
official catalogues and indices; b) dis- 
tribution of publications to designated 
libraries and depositories; c) distribu- 
tion of publications of other govern- 
ment agencies; d) distribution for mem- 
bers of Congress of their quotas of such 
publications as farmers’ bulletins, soil 
surveys, and the Congressional Record." 

The last published annual report of 
the GPO was for the fiscal year 1946- 
1947. Out of a total distribution of 


149.8 million publications, only 36.9 
million were sold. A total of 4.2 mil- 
lion publications were distributed to de- 
pository libraries while 92.0 million 
were distributed free for government 


agencies. The GPO reported that 
“Supplying publications to depository 
libraries is one of the principal items in 
the ‘ general expense ’ appropriation for 
the Division.” * 

Transit systems likewise provide pref- 
erential rates to encourage certain ac- 
tivities. Thus all municipally-owned 
transit systems provide reduced fares 
for school children. Cleveland and 
Detroit provide special transit services 


6A. P. Learned, “ Equitable Schedule of Water 
Rates,” Journal of the American Water Works As- 
sociation, July, 1947, p. 667. 


T Annual Report of the Public Printer (Washing- 
ton: U. S. Government Printing Office, 1947), p. 
206. 


8 Ibid., pp. 206-215. 
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and special rates to the zoo.” 

A more equitable distribution of the 
costs of government enterprise. The 
benefits derived from many govern- 
mental services extend beyond the con- 
sumers of these services. This is espe- 
cially true of water supply and transit 
facilities. In some areas, such as New 
York City, part of the cost of provid- 
ing water is, therefore, financed from 
taxes on real property. This method of 
raising funds has been defended on the 
ground that an adequate water supply 
system enhances the value of property. 

Transit facilities often are operated 
at a loss. This situation has been justi- 
fied in some instances on the ground 
that relatively low transit fares act as a 
stimulus to business which in turn is 
able to pay greater property and other 
taxes which then finance the deficit in 
transit operations. Thus, the report of 
the Mayor’s Committee on Management 
Survey in New York City stated: “ The 
first consideration should be to fix the 
fare at a point that will give the best 
balance between maximum utilization 
of the transit system on the one side 
and required revenue on the other 
side.” '° (Italics added.) The attain- 
ment of this objective, however, does 
not necessarily mean that revenues 
should always equal operating costs. 
The benefits from transit facilities ac- 
crue to owners of residences and of 
mercantile and manufacturing business. 
Hence, part of the cost of a transit sys- 
tem should be financed by them. 

The Committee held that a fare raised 


® Cleveland Transit System, Annual Report, 1951, 
p. 8; City of Detroit, Department of Railways, An- 
nual Report, 1950, 


10 Mayor’s Committee on Management Survey, 
Modern Management for the City of New York 
(New York, 1953), Vol. I, p. 162. 
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to a level to cover costs “. . . would 
tend to shrink full use of transit facili- 
ties.” 1 This would force a segment of 
the community out of the market. It 
was held, therefore, that the benefits re- 
ceived from the added use of the sub- 
way because of a fare that does not 
necessarily cover costs, would outweigh 
any burden suffered by the taxpayers 
called to make up the deficit, especially 
since taxpayers are indirectly receiving 
benefits from the transit system. 

Other illustrations. There are several 
illustrations of preferential pricing that 
do not fit into either of the above major 
classifications. The use of transit sys- 
tems and tunnels and toll roads is often 
made available to special groups at no 
charge. Thus, in New York City, free 
rides are provided to policemen, fire- 
men, and employees of the transit sys- 


tem. The Port of New York Authority 
permits free passage through its tunnels 
and over its bridges for the uniformed 
forces of the city, state, and nation.” 


The government conducts a host of 
enterprises in the Panama Canal. These 
include the Panama Canal, the Trans- 
Isthmian railroad, a telephone system, a 
ship repair dry dock, hotels, commis- 
saries, a steamship line, etc. A unique 
feature of many of these operations, es- 
pecially the Canal itself, is the interna- 
tional scope of these operations. Public 
welfare considerations, therefore, trans- 
cend national boundaries and are de- 
signed to secure amicable relations be- 
tween the United States and the nations 
of the world. The Panama Canal sets 
the same toll for intercoastal ships as 
for ships going through the Canal in 


11 [bid., p. 138. 


12 fF, W. Bard, The Port of New York Authority 
(New York: Columbia University Press, 1942), p. 
216. 
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foreign trade. Article III of the Hay- 
Pauncefote Treaty ** is the basis for this 
arrangement: 


The Canal shall be free and open to the 
vessels of commerce and of war of all na- 
tions observing these rules on terms of en- 
tire equality, so that there shall be no dis- 
crimination against any such nation... in 
respect of the conditions or charges of traf- 
fic or otherwise. Such conditions and 
charges of traffic shall be just and equitable. 
(Italics added. ) 


In 1912, under the first act setting 
up the proposed operation of the Canal 
after construction, intercoastal shipping 
was relieved of tolls by Congress. The 
act was immediately protested by the 
British Embassy under the Hay-Paunce- 
fote Treaty, and Congress had to reverse 
itself in 1914, so that from the begin- 
ning of the Canal, American shipping 
has paid the same tolls as foreign ship- 
ping.’* Free canal transit is also pro- 
vided to war vessels of the neighboring 
Republic of Colombia. Prior to July 1, 
1951, vessels owned, operated, or char- 
tered by the government of the United 
States were given free transit.’ 

Legislation was adopted in 1950, to 
permit the crediting of forgiven tolls as 
part of the revenues of the Canal.’® As 
a result, the costs of the Canal could be 


13 Treaty between the United States and Great 
Britain signed at Washington, November 18, 1901. 


14 Testimony of Gen. James Gordon Steese before 
the House Committee on Merchant Marine and Fish- 
eries, Investigation of Panama Canal Tolls, 81st 
Cong., Ist Sess. (Washington: House Committee on 
Merchant Marine and Fisheries, 1949), p. 96. Presi- 
dent Wilson appeared before a joint session of the 
United States Congress to request the repeal of the 
1912 Act. 


15 Annual Report of the Governor of the Panama 
Canal for the Fiscal Year 1951, p. 17. See also 
Panama Canal Tolls, Senate Document No. 23, 75th 
Cong., Ist Sess., 1937. 


16 [bid. 
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met more equitably by commercial and 
military users in proportion to their use. 

The Panama Railroad Steamship Line 
carries Panama Canal employees and 
their families at reductions from tariff 
rates ranging from 25 to 75 per cent." 
Such reductions are offered to enable 
employees to make a change at regular 
intervals from the tropics to a temperate 
climate which is essential in the interests 
of their health, efficiency, and morale.’® 

The illustrations outlined above indi- 
cate that preferential pricing to achieve 
some designated goal of public welfare 
usually is found to some extent where- 
ever public pricing is practiced. Al- 
though data are not available to show 
the relative importance of the services 
affected by this standard, it appears to 
be more significant in connection with 
the postal service than in other areas of 
the economy. 


Value of Service 


Onc of the important standards used 
in rate making generally is value of 
service. Frequent reference is found to 
this concept in connection with rail- 
road, electric, telephone, and other pub- 


lic utility rate making.’® In effect, 
value of service represents the demand 
aspect of rate making. It refers to the 
maximum prices which the user of the 
service will pay because of the benefits 
he receives. This is just as applicable in 
connection with the sale of any service 
by a public agency as it is to rate mak- 
ing in private industry. An examina- 
tion of the record shows that adminis- 


17 [bid., p. 44. 
18 Annual Report of the Governor of the Panama 
Canal for the Fiscal Year 1946, p. 57. 


19 Jules Backman, Price Practice and Price Policies 
(New York: Ronald Press Co., 1953), chap. 15, 
passim. 
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trators and legislators have made fre- 
quent reference to this criterion. 

In the public utility field, recognition 
has been given to value of service by 
the legislatures and the courts.” Ref- 
erence is usually made to the following 
items as helping to determine the value 
of the service: ability to pay, availabil- 
ity of substitutes, and charges made by 
competitors. In instances where con- 
sumers have a demand that is very in- 
tense, they are charged high rates, while 
those whose demand is not so intense 
pay lower rates. For example, rates 
charged for electricity in the home are 
higher since the user has no real alterna- 
tive available. On the other hand, in- 
dustrial users of electricity are charged 
lower rates because of the possibility of 
substitute sources of power. They may 
construct their own generating plants. 

There has never been complete resort 
to the value of service principle in pub- 
lic utility rate making. It is difficult to 
measure and is a highly subjective con- 
cept. Yet value of service has played a 
key role in the public utility sector, as 
the regulatory commissions have often 
established rates according to what they 
believed the buyers should pay. The 
experience in the field of government 
price-making has paralleled that in the 
public utility field. 

The value of service rendered by a 
governmental body may be determined 
by the extent of preferential treatment, 
what the traffic can bear, as indicated 
by ability of customers to pay, and the 


20 An illustration is found in the historic Smyth 
v. Ames decision of the Supreme Court in 1898. 
(169 U. S. 466, 547.) One of the criteria of rate 
making enunciated was as follows: - what the 
public is entitled to demand is that no more be ex- 
acted from it for the use of a public highway than 
the services rendered by it are reasonably worth.” 


(Italics added. } 
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alternate sources of supply available to 
them. 

Preferred treatment. Preferred treat- 
ment is especially significant in the 
postal service. Priority in handling and 
delivery is given to first class mail and 
in some cases to business publications, 
which are granted newspaper handling.”* 
The relative value of postal service is 
greater when prompt delivery is desired 
and received. Most postal officials 
recognize this as an important factor. 
But they usually note that it is difficult 
to place a precise quantitative value on 
priority treatment. Thus, Postmaster 
General Brown recommended an _ in- 
crease in first class rates in 1930 on the 
ground that the rate was “ too low, tak- 
ing into consideration the relative value 
of the service to postal patrons.” He 
specifically referred to the fact that first 
class mail “is given preferential treat- 
ment throughout the entire postal es- 
tablishment”’ and noted that “ The 
whole machinery of the Postal Service 


has been built about the transportation 
of sealed mail, which was the first and 
is still the primary post office function.” 
He concluded that “Sound rates can 


not rest upon direct costs alone. They 
must recognize also the elements of pre- 
ferred or deferred treatment and the 


21 Testimony of Albert J. Robertson, Assistant 
Postmaster General before the House Committee on 
Post Office and Civil Service, Postal-Rate Revision, 
Hearings on H. R. 6052, 83rd Cong., Ist Sess. 
(Washington: House Committee on Post Office and 
Civil Service, 1953), Vol. TI, pp. 636, 652. C. A. 
Heiss reported that “. . . as a practical day to day 
procedure definite effort is made to dispose of cer- 
tain other classes along with first class matter, e.g., 
daily newspapers, special types of bulletins, optical 
goods and dentures, perishable articles and also par- 
cels during the Christmas season.” C. A. Heiss, Re- 
port on Cost Ascertainment System of the Post Of- 
fice Department (Washington: 
Printing Office, 1945), p. 45. 


U. S. Government 
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value of service.” ** (Italics added.) 
This is a generally accepted statement 
of the significance of preferred treat- 
ment. 

That users of the mail are fully aware 
of the deferred treatment received by 
other than first class and that they feel 
this should be an important factor in 
rate making, is shown in the following 
testimony by Edward B. Rubin of 
Spiegel, Inc., concerning third class 
mail: 


By and large, the postal facilities neces- 
sary for the handling of first-class mail are 
used for handling third-class mail, but it is 
not handled with the same priority or serv- 
ice as is first-class mail, and if third-class 
mail or an appreciable portion of it were to 
be driven from the mails, the great bulk of 
expenditures would remain to be met by 
first-class and other classes of mail. Third- 
class mail receives “ fill-in” treatment. 

Truckloads of third-class mail have been 
taken to the post offices during December 
and have been refused permission to unload; 
on other occasions such mail, having been 
accepted, remains in the post offices and is 
not handled until the work-load of priority 
mails has been eliminated or substantially 
reduced. This type of deferred handling 
goes on throughout the year. Our experi- 
ence with third-class mail is that it takes 
anywhere from 2 days to 10 days longer 
than first-class mail for a letter to be de- 
livered. 

Since third-class mail is given this de- 
ferred handling and is handled without 
great increase in fixed costs, its handling 
alone is of a much smaller deficit character, 
if any, than is reflected by the cost ascer- 
tainment system which assigns expenditures 
on a straight use basis.** (Italics added.) 


22 Annual Report of the Postmaster General, fiscal 
year ended June 30, 1930 (Washington: U. S. Gov- 
ernment Printing Office, 1930), pp. 3-5. 


23 Senate Committee on Post Office and Civil Serv- 
ice, Adjustment of Postal Rates, Hearings on S. 
1046, S. 1335, and S. 1369 (Washington: Senate 
Committee on Post Office and Civil Service, 1951), 

(see next page) 
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Tests have been made to determine 
the difference in delivery time for dif- 
ferent classes of mail. One experiment 
involved the dispatch of four pieces of 
mail to White Plains, New York. Two 
were sent from Dayton, Ohio, and two 
from Concord, N. H. In each instance, 
one first class and one second class piece 
were sent. The first class mail took two 
days from each city. However, from 
Concord the second class mail took five 
days for delivery; from Dayton it took 
six days.** Under these circumstances, 
there is a wide difference in the value of 
the service received by those who are 
given preferred delivery and other users 
of the mail. 

Preferred treatment is not significant 
in other areas of public pricing. One 
exception to this statement is found in 
some transit systems. In Cleveland, 
for example, bus operations are of three 
types: express, limited stop, and local. 
In return for the improved service of 
the express haul, an additional 5 cent 
charge is added to the basic 15 cent 
fare. In the words of Donald C. Hyde, 
General Manager of the Cleveland 
Transit System: 


Here service has been improved . . . and 
this increased improvement may tend to off- 
set the unfavorable effects of an increased 
fare upon the riding habit of the long-haul 


customer.”° 


Similar points have been made in con- 
House 
Committee on the Post Office and Post Roads, Cata- 
logs—Revision of Rates, Hearings on H. R. 3238, 
79th Cong., 1st Sess. (Washington: House Commit- 
tee on the Post Office and Post Roads, 1945), pp. 


pp. 501-502. 
nection with shipping catalogs (fourth class). 


41-42. 

24 Testimony of A. L. Cole, Hearings on H. R. 
6052 (1953), Vol. Il, op. cit., pp. 625-626. 

25 Donald C. Hyde, “Proper Fare Structures—A 


Key to Maximum Revenue and Riding,” Proceedings 
of American Transit Association (1948), p. 46. 
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Detroit, similarly, has an express bus 
service with a § cent differential. This 
special price for special bus service pro- 
vides an interesting parallel for the 
higher rate paid by first class mail 
which receives preferred handling. 

Alternative sources of service. Where 
alternative sources of service are avail- 
able, they are an important factor in 
pricing. Transit officials and toll road 
authorities have given emphasis to this 
factor. Thus, the primary factor de- 
termining the toll for the Holland Tun- 
nel (1930) between New York and 
New Jersey was the rate prevailing on 
nearby ferries. The rates were set a 
few cents above the ferry charge in the 
hope that not too much ferry traffic 
would be drawn off and congest tunnel 
traffic.”* Once the initial toll of 50 
cents had been set on the Holland Tun- 
nel, the same toll was set for all Hudson 
River crossings. Not to have done so 
would have resulted in competition 
among the crossings and traffic conges- 
tion for the crossings offering the lower 
rates. 

The annual reports of the Cleve- 
land,” Detroit,”* and Boston * transit 
systems all mention the inroad of the 
automobile on passengers of the transit 
system. In New York City, the 
Mayor’s Committee on Administrative 
Management pointed out that 40 per 
cent of the decline in passengers was at- 
tributable to greater automobile use, 7.1 
per cent to the greater use of taxis, and 
§2.9 per cent to walking or nonuse, es- 
pecially on the short haul.*° Under 


26 Bard, op. cit., p. 215. 

27 Annwal Report, 1952, p. 8. 
28 Annual Report, 1948, p. 2. 
29 Annual Report, 1951, p. 7. 


30 Modern Management for the City of New York, 
op. cit., p. 149. 
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such circumstances, alternative sources 
of service cannot be ignored in pricing 
transit services. 


1. In the Downtown Loop in Cleve- 
land there are three frequent service, 
low-fare bus lines. The fare is 10 cents 
compared to the 15 cent local fare. By 
lowering the short haul fare and speed- 
ing up the service, Cleveland was able 
to fight off taxicab competition.** A 
similar service exists in Chicago. 

2. In Cleveland *? and Detroit,” 
there are special busses at special rates 
to the race tracks. Cleveland also has 
special ball park busses. These special 
rate bus services were introduced to 
fight off competition of taxis and to dis- 
courage the use of private cars. 


3. Weekly or monthly commutation 
fares covering under a reduced fare the 
normal number of trips to and from 


work, (such as Cleveland and Detroit 
have) and the weekly, monthly, or 
daily pass (e.g., Cleveland’s weekly pass 
system) have been introduced to ward 
off competition of taxis and the use of 
private cars. Similarly, some commu- 
nities have introduced special holiday 
and weekend rates to meet private car 
competition (Cleveland and San Fran- 
cisco). Boston has a special ‘‘ Owl- 
Rate ” between 12:20 and 6:00 A.M. 


An interesting situation presented it- 
self in setting tolls for the Panama 
Canal, namely the competing pressures 
from railroads and steamship lines. A 
former Canal administrator has de- 
scribed the manner in which this con- 
flict has been reconciled: 


. in considering the tolls question for our 
coastwise shipping, keep the tolls low enough 


31 Hyde, op. cit., p. 48. 
82 Annual Report, 1951, p. 8. 
33 Annual Report, 1950, p. 4. 
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so that on bulk commodities, as least, the 
ships can afford to use the Canal in com- 
petition with the transcontinental railroads. 
They should not be low enough to give the 
ships a substantial subsidy, because that 
would be unfair to the business structure as 
a whole.** 


It thus is evident that the Panama 
Canal administration attempts to set 
tolls to provide for an environment of 
fair competition between the inter- 
coastal lines and transcontinental rail- 
roads, 

The Panama Canal operations con- 
tain numerous other illustrations of 
the availability of alternate sources of 
service as a factor in pricing. To at- 
tract ships to use the dry dock facilities 
of the Canal, free transit is offered to 
vessels through the Canal, to and from 
the dry dock repair shop. In setting 
the rate for repair work, a former ad- 
ministrator pointed out: 


I might say in the first place if the rates 
are too high a ship won’t go there. It will 
go to Newport News or somewhere else. So 
you are not unlimited in what you can 
charge.®® 


Moreover, in setting the toll for the 
Canal, consideration was given to pos- 
sible competition from the Suez Canal. 


When it comes to foreign shipping Europe 
to China or Australia it is a pretty close 
thing between the Panama Canal and the 
Suez Canal, and we also do not dare put our 
tolls high enough to drive the business to 
the Suez Canal.*® 


Rates for the Canal are, therefore, about 
the same as those for the Suez Canal.*" 

34 Investigation of Panama Canal Tolls 
op. cit., pp. 9-10. 

35 Ibid., p. 12. 

36 Ibid., p. 10. 

37 [bid., p. 14. 


(1949), 
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The Inland Waterways Corporation 
whose function is primarily develop- 
mental and whose area of competition 
is rigidly prescribed, nevertheless must 
take alternate sources of service into 
consideration when setting rates. In 
the fiscal year 1952, for example, the 
Interstate Commerce Commission au- 
thorized a rate increase. The Corpora- 
tion increased all of its rates with the 
exception of those on sulphur, grain, 
and coal. In the words of the Presi- 
dent of the Corporation: “ Rates on the 
named commodities were not increased 
because of competitive reasons.” * 

The federal government has a com- 
plete monopoly on first-class mail. 
However, for other classes of mail some 
alternatives are available if the costs of 
postal service are raised too high. These 
alternatives provide a limit to the maxi- 
mum rate that can be charged by the 
post office. They also help to determine 
“what the traffic can bear.” It must 
be recognized that the greatest oppor- 
tunity for finding an alternative to 
postal service prevails for large users 
who can ship in bulk and thus avail 
themselves of truck, railroad baggage, 
or other means of transportation. Such 
alternatives play a limited role in rate 
making unless they are available to 
many users of the mails. The larger the 
number of potential users of these alter- 
natives, the more important this factor 
can become in rate setting. 


The post office gave specific recogni- 
tion to the alternative source of service 
factor in the special rates it set for cata- 


logs in 1939. “Prior to July 1, 1939 
these articles (catalogs) were subject to 
the regular parcel post zone rates. Re- 
duced rates were established . . . prima- 


38 Annual Report of the Inland Waterways Corpo- 
ration, Fiscal Year Ending June 30, 1952, p. 7. 
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rily because large catalogs were being 
distributed outside the mails as well as 
for the further reason that catalogs are 
usually put up in uniform parcels, are 
separated by mailers into districts, and 
because of their compactness they take 
up less space in transportation, et cetera, 
than other articles of like weight.” ” 
(Italics added. ) 

The significance of alternative sources 
of service has been readily apparent in 
connection with mail matter for which 
zone rates are established. Under the 
zone rate system, rates rise sharply as 
the distance of shipment is increased. 
For example, the rates for second-class 
matter with advertising in the eighth 
zone is 9.1 cents a pound as compared 
with 1.95 cents in the first and second 
zones. For parcel post, the rate in zone 
8 is 32 cents for the first pound plus 
18.05 cents per pound for additional 
weight as compared with 18 cents and 
1.45 cents respectively for local deliv- 
ery. With such a wide spread in rates 
between zones, shippers often find it 
profitable to move large shipments by 
railroad or truck across the country and 
then to ship by mail for relatively short 
distances. In this connection, some 
publications have established several 
points of entry into the mail. Deputy 
Assistant Postmaster General Nelson B. 
Wentzel testified in March, 1951 as 
follows: 


Original entry, as we call it, is the entry 
at the office of the publication. Then if a 
publisher, in order to save the cost of dis- 
tribution, wants to ship outside the mails by 
freight, truck, by boat—they used to do 
that—and put the publication into an office 


39 Brief on Behalf of the Postmaster General of 
the United States, In the Matter of Increased Parcel 
Post Rates, 1950, Docket No. 30690, Before the In- 
terstate Commerce Commission, March 26, 1951, 
p. 7. 
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at a distant point in order to cut down his 
expenses, he gets what is called an additional 
entry, and he mails the copies then within 
that area from the office of the additional 
entry. 

Mr. REES. In other words, they ship 
carloads to Chicago or to Detroit, and to 
different areas, or different zones at less and 
mail them out of those points. 

Is not that the way they do it, largely? 


Mr. WENTZEL. Yes, sir.*° 


Similarly, many shippers of parcel 
post use some combination of long dis- 
tance trucking and short haul parcel 
post. The diversion to these alternative 
sources of service may result in a con- 
siderable loss of revenues to the post 
office.*" 

A significant illustration of the alter- 
native use principle in reverse is found 
in connection with parcel post. The 
postwar years witnessed a sharp diver- 
sion to parcel post from other means of 
transportation, including the railway ex- 
press company, because the rates of the 
available alternatives rose so much more 
sharply. Despite differences in type of 
service rendered, it was not until a wide 
disparity in rates developed, that the 
large-scale shift to the post office devel- 
oped for this type of shipment. To re- 
store some of this business to the express 
company, Congress enacted legislation 
in 1951 to reduce the size and weight 
limits for fourth-class matter acceptable 
at the larger post offices. 


40 House Committee on Post Office and Civil Serv- 
ice, Postal Rate Revision, Hearings on H. R. 2982, 
82nd Cong., Ist Sess. 
mittee on Post Office and Civil Service, 
127. 


41 Considerable concerning past and 
prospective diversion was developed in connection 
with the hearings on increases in parcel post rates in 


House Com- 
1951), p. 


(Washington: 


testimony 


1953 before the Interstate Commerce Commission. 
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As the foregoing illustrations show, 
alternative sources of service play a sig- 
nificant role in public pricing as they do 
in private pricing. Consumers do not 
willingly overpay for a service merely 
because it is supplied by a government 
agency. Whenever an alternative is 
available, the pricing authorities must 
give it weight in setting prices because 
such alternatives often place an upper 
limit on the price that can be charged. 

Ability to pay. Pricing policy gen- 
erally must give consideration to the 
consumer’s ability to pay. This is par- 
ticularly true of public pricing. In this 
area, where the customers also are mem- 
bers of the electorate, inability to pay is 
given frequent emphasis. The political 
maneuverings which have attended 
transit fare increases in New York City 
provide an interesting case in point. In 
connection with the pricing of water, 
mention is made of ability to pay, but 
no evidence of its use is presented.** 

In the post office when rate changes 
have been considered, emphasis has been 
given over the years by Congress and 
the Postmaster General to ability to pay, 
sometimes described as what the traffic 
can bear. On many occasions this cri- 
terion has been stated explicitly. On 
others, it has been implicit in the recom- 
mendations made and the policies 


adopted. 


Whenever hearings have been held, a 
considerable part of the testimony given 
by the users of the mail has been con- 
cerned with the adverse impact of the 
proposed increase in financial terms or 
in terms of prospective diversions of 
volume from the post office to other 


42M. C. Nichols, “Factors in Making Rates,” 
Journal of American Water Works 
March, 1936, pp. 385-386. 


Association, 
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means of delivery.** That Congress has 
been influenced by these latter pleas ap- 
pears evident by its rejection of some 
recommendations made by the Post- 
master General and its unwillingness to 
approve of increases of the magnitude 
he recommended despite large reported 
deficits, 

Evidence of the importance of ability 
to pay is found in the statements made 
by postal officials and Congress over the 
years. In 1951, Postmaster General 
Donaldson stated the philosophy clearly 
when he testified that: 


. . » the increases embodied in S. 1046 are 
as high as the ¢raffic can reasonably be ex- 
pected to bear without subjecting the users 
of these services to undue hardship and de- 
stroying the widespread business which has 
been built up in connection with such serv- 
ices.4* (Italics added.) 


Accordingly, the postage rate increases 
he recommended fell short of balancing 
the post office budget by $90 million 
(after allowing for $160 million of sub- 
sidies for official, penalty, franked and 
other free mail, airmail, etc.). 


In 1953 Postmaster General Sum- 
merfield explained his recommendation 
for an increase in first-class letter rates 
in the face of an estimated “ profit ” on 
that class of mail on the grounds that 
“ The practical fact is that it is the only 
class of mail which can help make a 
substantial reduction in our annual defi- 
cit without inflicting any particular 


hardship on the individual.”* This 


43 See, for example, testimony by mail users in 
Hearings on H. R. 6052 (1953), Vol. II, op. cit., 
pp. 204, 270, 281, 382, 384. 


44 Hearings on S. 1046, S. 1335, and S. 1369 
(1951), op. cit., p. 29. 


45 Hearings on H. R. 6052 (1953), Vol. I, op. 
cit., p. 17. See also, Senate Subcommittee on Post 
Office and Civil Service, Adjustment of Postal Rates, 
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was another way of saying that users of 
nonlocal first-class mail had the ability 
to pay or would readily absorb higher 
rates and that the traffic could bear the 
increase. 

In its report on the Postmaster Gen- 
eral’s proposals in 1949, the House 
Committee on Post Office and Civil 
Service pared his recommendations for 
higher second-class rates so that the 
yield was estimated at $15 million in- 
stead of $125 million. In this connec- 
tion, the Committee reported: 


It is recognized that a vast publishing in- 
dustry has been built upon low postal rates 
and it is not deemed advisable to increase 
postage rates to the point where it will 
cause irreparable damage to this industry. 
However, in view of the great postal deficit 
in second class mail—some term it a “ sub- 
sidy ”—the publishing industry should now 
be on notice that additional rate revision 
bringing second class rates more in line with 
costs will be considered. If we take the 
second class deficit to be a subsidy to either 
the publishing industry or the subscribers, 
it is significant that today, in peak times for 
the publishing industry both from the stand- 
point of advertising revenue and subscrip- 
tion revenue, we are paying a $200,000,000 
annual subsidy as compared with a subsidy 
of $85 million in 1940.4° (Italics added.) 


In its reference to “ irreparable dam- 
age” and in its emphasis upon high in- 
come of the industry, the House Com- 
mittee was clearly concerned with abil- 
ity to pay. 

Another interesting illustration of the 


Hearings on S. 1103, 8tst Cong., Ist Sess. (Wash- 
ington: Senate Committee on Post Office and Civil 
Service, 1949), Part 1, p. 16; Hearings on H. R. 
2982 (1951), op. cit., p. 13. 





46 House Committee on Post Office and Civil Serv- 
ice, Postal Rate Increases, House Report No. 1452, 
8Ist Cong., Ist Sess. (Washington: House Committee 
on Post Office and Civil Service, October 17, 1949), 
pp. 5-6. 
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use of ability to pay is found in con- 
nection with TVA. All municipal 
electric systems that dispense power 
purchased from TVA charge a higher 
rate for consumption in excess of desig- 
nated amounts by residential users. A 
typical residential schedule (Decatur, 
Alabama) is: 2.0 cents first 100 kwh, 
1.0 cent next 250 kwh, 0.4 cent next 
700 kwh, 0.7 cent excess.*? It is felt 


that if a customer in the TVA area con-. 


sumes more than 1050 kwh, he should 
not be given the advantage of reduced 
rates, since such consumption reflects 
greater ability to pay. (A larger home, 
more electrical appliances, etc.) 
Municipal utilities tend to charge 
what the traffic will bear. One study 


showed that in 31 out of 46 states, mu- 
nicipal systems were operated as tax col- 
lection agencies, i.e., at rates which pro-. 


duced more than a normal return (20 
per cent of gross revenue assumed as 
normal operating profit). This was es- 
pecially true in the South Atlantic, East 
South Central, West South Central, and 
Mountain regions.** The reports of the 
New York State Public Service Com- 
mission also refer to the presence of this 
practice in New York.*® These higher 
rates shift the burden of the costs of 
local government from the taxpayer to 
the consumer of electricity. High rates 
prevailed since there was little consumer 
resistance to them. 

In 1945 a law was enacted limiting 
the power of the New York Public 
Service Commission to initiate rate re- 

47 Burns and McDonnel Engineering Company, 
Results of Publicly Owned Electric Systems, 1947- 


48, (Kansas City, Missouri: Burns and McDonnel 
Engineering Company, 1948), p. 41. 


48 Twentieth Century Fund, op. cif., pp. 420-424. 


49.New York State Public Service Commission, 
Annual Report, 1945, Vol. I, pp. 13-14. 
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duction proceedings in the case of mu- 
nicipally operated electric plants. Such 
proceedings could only be introduced 
upon the request of twenty-five or 
more active consumers residing in the 
territory. In commenting on this law, 
the 1946 report of the state’s Public 
Service Commission stated: 


Now, with approximately 30 percent of 
the municipalities earning a rate of more 
than 20 percent on the plant in service, the 
Commission is powerless to initiate rate pro- 
ceedings upon its own motion.”” 


In a subsequent report, the Commis- 
sion pointed out that since the passage 
of the law, only three rate reductions 
were made, involving only a few thou- 
sand dollars.°* The conclusion based on 
the Commission’s comments is that even 
though the return to municipal electric 
systems were very favorable, the rates 
were not above ability to pay and there 
were, therefore, only minor requests for 
rate changes initiated by consumers. 

The rates for transit through the 
Panama Canal take into consideration 
the ability of vessels to pay under dif- 
ferent circumstances. The toll rates in 
effect in 1949 were: 


1. On merchant vessels, yachts, Army 
and Navy transports, colliers, hospital ships, 
and supply ships, when carrying passengers 
or cargo, 90 cents for net vessel-ton of 100 
cubic feet each of actual earning capac- 
es ae 
2. On vessels in ballast without pas- 
sengers, or cargo, 72 cents per net vessel- 
ton. 

3. On other floating craft, including 
warships, other than transports, colliers, 
hospital ships, and supply ships, 50 cents 


50 New York State Public Service Commission, 
Annual Report, 1946, Vol. I, p. 13. 


51 New York State Public Service Commission, 
Annual Report, 1947, Vol. I, pp. 12-13. 
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per ton of displacement.®” (Italics added.) 


The highest rate is charged for vessels 
with earning capacity. A twenty per 
cent discount is allowed for ships in bal- 
last only, without earning capacity, 
usually on a return trip. For ships 
without any actual or potential earning 
capacity, the rate is the lowest. 

There are two types of employees in 
the Panama Canal: (a) employees paid 
at U. S. rates (formerly called “ gold ” 
employees) who are United States citi- 
zens and occupy the more highly skilled 
and professional positions and represent 
approximately 14 per cent of all em- 
ployees; their rates of pay are based on 
equivalent or closely similar rates pre- 
vailing in the federal service of the 
United States, plus, normally, 25 per 
cent differential; (b) employees paid at 
local rates (formerly called “ silver” 
employees) composed of natives with 
rates of pay averaging 53 cents an hour 
as of June 30, 1951 and accounting for 
about 86 per cent of all employees.” 

Separate commissaries, movies, club- 
houses, housing developments, etc., are 
maintained for both groups of em- 
ployees. The enterprises for the local 
rate employees sell at a “ much cheaper 
rate, on account of the low rate of pay 
of this group... .”°* It was claimed 
by the legislative representative of the 
Canal Zone Labor Unit and Mutual 
Trades Council that any loss incurred 
in these low price operations is covered 
by higher prices in the activities for the 
United States citizens.” In other 


52 Letter from Kenneth §. Royall to President 
Harry S. Truman cited in: Investigation of Panama 
Canal Tolls (1949), op. cit., p. 63. 

53 Annual Report of the Governor of the Panama 
Canal, 1951, op. cit., pp. 49-52, 139-142. 

54 Investigation of Panama Canal Tolls (1949), op. 
cit., p. 137. 


55 [bid. 
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words, prices for these activities are tied 
in with the ability to pay principle. 

It is thus evident that considerable 
attention has been given to value of 
service in price setting. However, there 
is no evidence of any carefully formu- 
lated policies by administrators or legis- 
lators to spell out this approach to rate 
making.” In the post office the value 
of service standard appears to have been 
used alike for mail matter which Con- 
gress desired to grant public welfare 
rates as well as other types of mail. 

Preferred treatment, alternate sources 
of service, and ability to pay, all influ- 
ence and help to determine the value of 
the service to users of government serv- 
ices. There is no way in which the im- 
portance of these factors can be meas- 
ured definitively. However, one thing 
seems clear. If the value of the service 
is less than its cost, then the user of 
government services will use the service 
less, or will turn elsewhere to have the 
service performed if that is possible. 


Costs and Rate Making 


Considerable lip service is given to 
costs as a basis for setting rates in many 
areas of public pricing. The record re- 
veals, however, that the major concern 
with costs is to assure that fotal reve- 


nues equal or exceed ¢ofal costs. Much 
less weight has been given to costs as 
the basis for determining the prices or 
rates for specific goods or services. 
Generally there are no specific legal pro- 
visions that revenues must cover costs. 
However, this requirement is found for 
some transit operations,” the Bonneville 
Dam, and for fourth-class mail (parcel 
post). Such legislation, however, usu- 

56 The sole exception is the statement made by 


Postmaster Brown in the Annual Report of the Post- 
master General, op. cit., pp. 3-5. 


57 New York City and Boston for example. 
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ally is stated in broad terms with no 
elaboration of the factors to be included 
in costs or their ascertainment. 

The more general practice concerning 
the relationship between costs and prices 
or rates is well illustrated by the Port 
of New York Authority. The fees 
charged by the Port Authority cover all 
its costs and allow it to operate at a 
profit. Some of the Authority’s services 
operate at a profit, others at a loss. The 
reasons for this situation were stated by 
Chairman Howard §. Cullman as fol- 
lows: 


On considering the establishment of this 
commutation rate over the past few months, 
the Port Authority had placed in the first 
order of importance the question of whether 
or not such a step would impair in any way 
either the present financial position and 
commitments of the Authority or its ability 
to carry forward a continuing port develop- 
ment program. 

We have determined that we have now 
reached the point where it will be possible 
for us to put into effect the commutation 
rate, and at the same time maintain a sound 
financial standing. . . . 

We have of course, taken into considera- 
tion the fact that our airports, truck termi- 
nals and bus terminals will suffer considerable 
operating deficits during their early years. 
In their very nature the public terminal and 
transportation facilities of the Port Author- 
ity are marginal. The Port Authority has 
been called upon to undertake them in large 
measure because they are projects that in- 
volve heavy development losses. This has 
been the case with our Staten Island Bridges 
which did not go into the black column 
until 1948, twenty years after they were 
built. The Lincoln Tunnel was in the red 
for the first eight years after its construc- 
tion. We anticipate the airports will have 
heavy annual deficits for some time to 
come... .°% (Italics added.) 


58 Quoted in Port of New York Authority, 
Thirtieth Annual Report, 1950, pp. 30, 32. 
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The desirability of achieving a similar 
objective for the postal service was em- 
phasized by Postmaster General Brown. 
In 1930 he pointed out that “ rates of 
charges to the public should be so ad- 
justed as to provide an income sufficient 
in the aggregate to pay the cost of its 
strictly postal services.” 

The Government Printing Office pro- 
vides another illustration of how costs 
may be used in pricing. In this area, 
the practice follows that in private 
printing establishments to some extent. 
The price of publications of the Gov- 
ernment Printing Office is set at 50 per 
cent above the direct costs of produc- 
tion. Detailed cost records are kept on 
each job. An effort is made to set the 
price for each job at a level which will 
cover approximate costs. In the fiscal 
year 1946-1947, however, the revenues 
from the priced publications more than 
covered the costs of the nonrevenue 
publications. The difference was used 
to cover some of the public welfare ac- 
tivities of the GPO previously noted.” 

That individual rates need not cover 
costs has been noted in connection with 
the operations of the Panama Canal 
enterprises. When questioned concern- 
ing the establishment of rates on ship 
repair, for instance, General Steese, a 
former administrator, with more than 
40 years of Canal experience, stated: 


They try in general to pay all the out- 
of-pocket expenses plus a little interest on 
the invested buildings and machines and so 
on that are employed in that work... . 

You have a cost accounting within the 
The labor is a direct 
charge; all the materials that are used are a 


mechanical division. 


59 Annual Report 
(1930), op. cit., p. 3. 


of The Postmaster General 


60 Annual Report of the Public Printer, 1947, op. 
cit., p. 207. 
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direct charge; and then they have a sur- 
charge to cover the miscellaneous facilities 
—heat, light, floor space and what not. It 
is a surcharge of 20 per cent to 40 per cent. 
... You try to keep your surcharge as low 
as possible, because there is always an argu- 
ment about the surcharge.®' (Italics 


added.) 


Thus an attempt is made to cover, at 
least, the out-of-pocket costs on each 
operation. It does not follow that a 
profit, a reasonable return on the in- 
vestment, will always be made on each 
individual operation. In this connec- 
tion, Mr. Dunlop, an assistant to the 
Governor of the Panama Canal, has 
testified: 


We must, if it is at all possible, make a 
reasonable return on the investment in 
whatever business facilities we are operat- 
ing. The Railroad in its various units has 
definite restrictions from commercial con- 
ditions. The Railroad Company embracing 
the hotels, etc., does not show a loss for 
total operations. It is subject to commercial 
demands, We can’t control them in any 
way, shape or form. We will come out 
with a profit for the company, but individ- 
ual units will not always come out with a 
profit for their particular part of the com- 
pany’s operations.®* (Italics added.) 


There is a significant difference be- 
tween obtaining sufficient revenues to 
cover all costs and a policy which at- 
tempts to set rates at a level to cover 
costs for each service. The former pol- 
icy permits flexibility in pricing and 
makes it possible to recognize that some 
services may make a contribution to 
total revenues even though priced at less 
than full or average costs. 

Relationship between specific rates 
and costs. There is ample evidence to 


61 Investigation of Panama Canal Tolls (1949), 
op. cit., p. 12. 


62 Tbid., p. 38. 
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show that specific rates have not been set 
primarily on the basis of costs. In the 
post office, supporting evidence is 
found in the structure of prevailing 
rates as well as in the recommendations 
made by various Postmasters General. 
Three types of situations may be noted. 


(1) Different rates are charged for 
mail with similar handling costs. 
Whether a magazine is primarily read- 
ing matter or whether it contains ad- 
vertising in excess of § per cent of total 
space, the costs of handling and deliver- 
ing magazines of about the same size 
and weight would be substantially the 
same. The same situation prevails for 
newspapers. Nevertheless, the postage 
rate for publications containing prima- 
rily reading matter is now 1.95 cents 
per pound regardless of the destination, 
while for publications with advertising 
the rate ranges from 1.95 cents to 9.1 
cents a pound, depending upon the zone 
of delivery. Clearly, the intent in es- 
tablishing these differential rates was 
based upon the greater ability to pay of 
publications which have advertising. 
Publishers have agreed with the Post Of- 
fice Department that this is a proper basis 
for distinguishing the rates charged.” 


Another illustration may be drawn 
from first class mail. In the fiscal year 
1952, the cost ascertainment estimates 
showed 2.99 cents per piece for letters 
and 2.94 cents per piece for post 


cards.** Nevertheless, the letter rate 

63 For example, see testimony by Benjamin Bogin, 
vice president and comptroller of Conde Nast Publi- 
cations in Hearings on H. R. 2982 (1951), op. cit., 
p. 149. See also testimony of Amory H. Bradford, 
Assistant to the Publisher, New York Times, in 
Hearings on S. 1103 (1949), Part I, op. cit., p. 309. 


64 Postmaster General Donaldson told Congress 
“As a matter of fact, the postal card, whether it is 
an advertising card or a personal communication, is 
handled as is first class mail, it is given the same 
handling as letter mail. I would not be opposed to 

(see next page) 





No. 2} 


was 3 cents an ounce while the post 
card rate was 2 cents. 

(2) There are also many instances 
where the post office incurs widely 
varying costs in connection with types 
of mail for which it receives identical 
rates. An interesting illustration is 
found in connection with books (4th 
class mail). The postage is 8 cents for 
the first pound and 4 cents for each ad- 
ditional pound regardless of the destina- 
tion. Yet it seems clear that the cost of 
transportation for shipping books across 
the country must be significantly 
greater than the cost incurred in local 
deliveries. For parcel post, which is also 
in fourth-class, zone rates are in effect. 
For five pounds of parcel post the 
charge varies from 38.8 cents in zones | 
and 2 to $1.04 in zone 8, a spread of 
about 65 cents. For five pounds of 


books, the postage would be 24 cents 
regardless where the package was sent. 
The following tabulation shows the 
comparisons for five pound packages. 


Parcel Post 
(in cents) (in cents) 

1 and 2 24 38.8 

24 43.6 

24 51.6 

24 63.0 

24 758 

24 90.8 

24 104.2 


Zone No. Book Rate 


Since parcel post rates by zones are 
set in some rough approximation to 
transportation costs, the lack of rela- 
tionship between postage received on 


raising that to the same rate as letter mail.” Hear- 
ings on S. 1046, S. 1335 and S. 1369 (1951), op. 
cit., p. 20. It has also been noted in testimony by 
Mr. William C. Doherty, President, National Associa- 
tion of Letter Carriers, that “ Every postal employee 
who ever collected, distributed, or delivered a postal 
card knows that they receive the same treatment af- 
forded a letter with a 3 cent stamp on it.” Hearings 
on S. 1046, S. 1335, and S. 1369 (1951), op. cit., 
pp. 100-101. 
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books and costs is evident. The same 
situation prevails for magazines and 
newspapers with five per cent or less of 
total space for advertising and for 
publications of nonprofit organizations. 
While transportation cost differences 
may not be significant because of the 
light weight and absence of bulkiness 
of letters, post cards, and many types 
of third-class mail (circulars, etc.), 
even for those items some differences in 
costs undoubtedly are found. 

(3) There are instances where higher 
postal rates accompany lower costs. An 
interesting illustration of such a situa- 
tion is found in connection with second- 
class matter. For publications mailed 
within the county of publication, the 
minimum rate is 1 cent a copy weighing 
up to 2 ounces, and 2 cents a copy for 
weight in excess of 2 ounces. For the 
same matter distributed outside the 
county of publication, the rate ranges 
from 1% cents per pound (for publi- 
cations of nonprofit organizations) to 
9.1 cents per pound for advertising 
matter shipped to zone 8. In connec- 
tion with out of county delivery, the 
minimum rate is one-eighth of a cent 
per piece. It is clear, of course, that 
because of the transportation and extra 
handling involved, the cost of shipping 
mail to distant places usually will in- 
volve higher costs than for shipping it 
locally. Under these circumstances, 
therefore, we find an illustration of the 
higher rate (within the county) apply- 
ing in many instances for that part of 
the mail which involves the lower costs. 

The foregoing illustrations cover ma- 
jor categories of mail. They demon- 
strate conclusively the lack of relation- 
ship between postage rates and costs, 
however they may be calculated. 

The lack of relationship between spe- 
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cific rates and costs for various areas of 
public pricing other than the post of- 
fice may likewise be amply demon- 
strated. Thus, water works costs are 
generally divided into three elements: 
1) readiness to serve customers; 2) 
readiness to serve fires; and 3) provision 
of water.*” Studies have been made to 
determine costs according to these three 
elements. In the main, however, in- 
dividual rate schedules attempt to ap- 
proximate these costs without actual 
measurement in each instance.’ That 
specific water rates tend to be unrelated 
to costs is indicated by the following 
two illustrations: 


1. Water in many cities (e.g., New 
York City and Chicago) is for 
the most part not metered. In- 


stead rates are based on frontage. 
Thus, in New York City approxi- 


mately 72 per cent (478,277) of 
all accounts (677,175) were on 
a frontage basis.°* Under such a 
system, rates are not related to 
costs. 

The Annual Report of the San 
Francisco Public Service Commis- 
sion for the year 1947-1949 (p. 
27) pointed out: 


It is interesting to note that water 
deliveries to suburban accounts were 
26 percent of total metered sales and 
that revenue produced from these ac- 
counts was some 15 percent of net 
sales. 


This statement indicated that the 
costlier suburban deliveries yielded 
65C. C. Ludwig, “ Water Works Financing and 


Rates,” Journal of American Water Works Associa- 
tion (May, 1937), p. 622. 


66 Capen, op. cit., p. 1079-1081. 


67 New York City Department of Water Supply, 
Gas and Electricity, Annual Report, 1951, p. 218. 
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a relatively smaller portion of 
revenues and, hence, the rates for 
this service could not have been 
based solely on cost. 


A survey of costs made in 1934 by 
the Power Authority of the state of 
New York revealed that actual electric 
power rates bore a very slight relation- 
ship to the costs of the service. The 
tendency for specific rates to be unre- 
lated to costs of providing electric 
power is evident under the following 
conditions: 


1. Where flat rate schedules (such as 
$4 per month per house) and 
straight line meter rate schedules 
(service offered at constant charge 
per unit) are used, they ignore 
decreasing costs. However, most 
utility rate schedules provide 
block rate schedules. 

In those instances where uniform 
rates are charged for urban and 
rural customers, the charge is not 
related to costs. 

A residential rate schedule like 
the one for Traverse, Michigan, is 
not uncommon: ™ $1.00 net first 
15 kwh, 5.0 cents next 30 kwh, 
2.0 cents excess, It is very doubt- 
ful that the sharp drop from the 
second block to the third block re- 
flects a similar change in the cost 
of the service. This conclusion is 
strengthened if we compare the 
above schedule with the com- 
mercial rate schedule for the same 
city: $1.00 net first 15 kwh, 


68 The Power Authority of the State of New 
York, Report on Cost of Distribution of Electricity 
(Albany: J. B. Lyon Company, Printers, 1934), pp. 
20-27, 31, 63-71, 175-179. 


6® Burns and McDonnel Engineering Company, op. 
cit., p. 177. 
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5.0 cents next 60 kwh, 4.5 cents 
next 120 kwh, 3.0 cents next 
450 kwh, 2.0 cents excess. 


Under the commercial schedule, 645 
kwh must be consumed before the 2 
cent rate applies. In the residential 
schedule, it applies after 45 kwh con- 
sumption. Clearly, for each of these 
groups of consumers, rates could not 
have been based primarily on costs. 

Transit facilities often have been op- 
erated at a loss and hence fail to cover 
costs. In some instances, however, an 
effort is made to charge rates which 
conform in a general way to costs. St. 
Petersburg, Florida, Newark, New 
Jersey, and Santa Monica, California, 
for example, utilize a zone system of 
fares."” Fares are tied in with the dis- 
tance travelled. Such a system of rates 
bears some relation to costs. On the 
other hand, in many cities including 
New York, San Francisco, and Boston, 
for example, a flat rate fare is used. 
Thus, in New York City the price of the 
longest ride on one line, 23 miles, is the 
same as for a one station ride. Here, 
obviously, price is not related to costs 
of servicing large groups of riders. 

The fact that so many transit facili- 
ties have been operated at a loss for the 
past few years, indicates that rates must 
be set on a basis other than cost. For 
example, the San Francisco Public Serv- 
ice Commission, in its 1947-1948 re- 
port, stated: 


While it might require as much as a 12 
cent fare to fully provide funds for all the 
railway’s cost of operation and bond serv- 
ice charges, it was decided to approve at this 

79 Data on rate of publicly-owned 


transit systems were obtained from reports filed with 
the American Transit Association in New York City. 


structures 
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time the rate structure above mentioned. 
fa 10 cent fare. | *! 


Thus they indicate that criteria other 
than costs entered into the determina- 
tion of the fare. 

There is little evidence in the field of 
public pricing of any slavish adherence 
to pricing on the basis of full or average - 
costs. Rather, the general objective ap- 
pears to be to cover total costs out of 
total revenues (or even to make a 


profit) with individual rates or prices 
bearing little relationship to costs. In 
other words, over-all cost-revenue rela- 
tionships rather than individual cost- 
price relationships are emphasized. 


Summary and Conclusion 


The area of government pricing of 
goods and services has been largely neg- 
lected by economists. This survey of 
important segments of government 
pricing has shown that three criteria 
have been of major importance: 1) 
public welfare; 2) value of service; and 
3) cost of service. 

However, these criteria have been 
largely implicit in the actions taken 
rather than explicitly stated in any pre- 
determined pricing policies. Even for 
a $3 billion business such as the postal 
system there is available no formal 
statement of the principles and basic 
philosophy which should guide Congress 
and the Post Office Department in rate 
making. 

Price determination by government 
enterprises takes place in an environ- 
ment highly charged with political pres- 
sures. It must be recognized that po- 
litical factors often have influenced 
price determination and particularly 


71 San Francisco Public Service Commission, An- 
nual Report 1947-48, p. 182. 
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preferential pricing under the public 
welfare standard. This does not imply 
that all government price determination 
has been purely political in nature and 
is doomed to remain so. Nor does it 
mean that the availability of statements 
of principle will eliminate political pres- 
sure. However, it is defeatist to say 
that such price making criteria, if avail- 
able, would be largely ignored. This is 
an attitude which we can ill afford in 
an era when costs of government loom 
so large. 

One value of becoming aware of for- 
mal criteria for rate making is that such 
awareness might stimulate the gathering 
of more significant information having 
a bearing on rate determination. For 


example, it is difficult to believe that 
the Post Office Department has never 
made any real effort to determine its 


out-of-pocket costs for the various 
postal services rendered. Significance 
can be given to the various criteria by 
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appropriate studies. What has been the 
relationship between rate changes and 
volume in the past? What alternative 
sources of service are available and at 
what cost? How important is the 
buyer’s ability to pay as a factor in rate 
making? What factors determine the 
desirability of applying the public wel- 
fare standard? If a charge is made 
where the public welfare applies, how 
shall that charge be determined? What 
proportion of the service is made avail- 
able on a public welfare basis? To what 
extent are other buyers of the service 
being asked to cover the costs not borne 
by public welfare rates? 

The answers to these and related 
questions would go far to place flesh on 
the skeleton of price criteria outlined in 
this survey. With the development of 
such information, the criteria would be- 
come more useful and have wider ap- 
plication. Here is an area in which 
there are fruitful opportunities for pri- 
mary research. 





RECENT PROGRESS IN THE FEDERAL BUDGET 


F. C. DIRKS * 


8 lates hope of a balanced federal budget 
—on a cash basis—was held out for 
the fiscal year ending June, 1955 under 
last January’s budget proposals by the 
President. Hardly were the proposals a 
few weeks old, however, when it became 
apparent that the balance was unlikely 
to be achieved on schedule. One obstacle 
was political: the pressure to reduce taxes 
in an election year, which was not satis- 
fied with the scheduled reductions in 
personal and corporate rates effective in 
January, 1954; a minimum further con- 
cession seemed a loss of $1 billion in ex- 
cise taxes. The second obstacle was 
economic: the tax estimates presented 
by the President had counted on a con- 
tinuance of business at about the level 
of the second half of 1953, and the drop 
in employment and business activity 
early in 1954 pointed toward lower tax 
yields and higher social insurance pay- 
ments. 

In this situation two questions tend 
to arise: Has the present Administration 
made any real progress in the federal 
budget so far? And what is the im- 
plication for the future from this up- 
setting of the estimates—is the outlook 
indefinitely gloomy or is a balancing still 
in sight? While the outlook over the 
next two years remains very much sub- 
ject to both political and economic 
vagaries, helpful perspective can be 
gained by piecing together the recent 
trends disclosed in the Daily Treasury 
Statement with the targets described in 

* The author is chief of the North American 


Division in the International Monetary Fund. The 
views expressed here are personal. 
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the last budgetary proposals of President 
Truman and the current proposals of 
President Eisenhower. 

The outlook through calendar 1956 
which is presented in the following 
pages is based on two alternative as- 
sumptions regarding business activity— 
a rather rapid and continuing expansion 
from the first quarter of 1954, or a 
worsening of the recession through 1955 
followed by a substantial recovery in 
1956. At the time of writing the prob- 
able course of events appeared to lie 
between these hypothetical alternatives. 


NATURE OF THE BUDGET PROBLEM 


The fiscal problem with which the 
new federal Administration has been 
faced can be summarized by President 
Truman’s estimate of a $10 billion deficit 
in the budget for the fiscal year end- 
ing June, 1954, and a prospective con- 
tinuance of the deficit for at least two 
years after that. If account is taken 
of possible reductions in tax rates, Presi- 
dent Truman’s indicated expenditure 
plans might have led to a cumulative 
budget deficit of $30 billion or more for 
the four calendar years 1953 to 1956. 
The prospect of a fiscal deficit of such 
size through a period of relatively high 
industrial activity—as was assumed in 
that budget—suggested to the new Ad- 
ministration a weakness in the fiscal 
structure that would be inconsistent 
with its concept of monetary stability. 
In April, 1953 the problem became both 
more acute and more awkward to handle 
when first quarter tax receipts were dis- 
closed to be lagging below the levels 
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implicit in the budget estimates.’ 

The alternatives for reducing the def- 
icit were limited, however. Receipts 
could not, as a matter of political feasi- 
bility, be increased and the best that 
seemed possible was to recommend the 
deferment of certain moderate tax re- 
ductions which were scheduled under 
existing law to go into effect during 
fiscal 1954. The major hope for re- 
ducing the fiscal deficit lay therefore in 
reconsidering expenditure programs. 


REDUCTION IN NATIONAL DEFENSE AND 
FOREIGN AID 


It was of course clear that any large 
reduction in expenditures would have 
to occur mainly in the national defense 
and foreign aid programs, if only be- 
cause these comprised about 70 per cent 
of the total budget. The broad outline 
of the national defense program envis- 


aged by President Truman was supplied 
by his budget estimates for the fiscal 
year 1954, and the accompanying state- 
ment that military expenditures of the 
Defense Department would begin to 
decline after that year toward a main- 


1 Revised estimates of receipts for fiscal 1954 (as 
published in May, 1953) were $1.2 billion below the 
January estimate of President Truman. (The Budget 
Document issued in January, 1954, however, estimated 
current year receipts as only $400 million below the 
estimate of a year earlier.) The awkwardness of this 
development lay in the fact that if the increasing 
budgetary deficit reflected declining business activity 
it might be sound economics to accept the deficit for 
its counter-deflationary effects, although such a course 
would open the Administration to political criticism 
for abandoning its campaign pledge of a balanced 
budget. In the spring of 1953. it was not clear, 
however, that lagging receipts represented more than 
a narrowing of business profit margins; and even in 
January, 1954 when the new budget was presented 
it was believed that the business recession reflected 
mainly the desire of businessmen to reduce inven- 
tories, with a better than even chance that continued 
private spending for final products would bring an 
upturn in employment without large-scale govern- 
ment intervention. The Budget Message continued 
therefore to stress the objective of a balanced budget 
as well as of tax reductions. 
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tenance level of between $35 and $40 
billion a year. Such a trend is shown, 
together with the previous sharp rise in 
defense expenditures, as curve A in the 
upper section of Chart 1. 

This financial profile of the defense 
program, together with the physical as- 
pects of defense planning, were appar- 
ently subject to continuing review and 
reformulation during 1953; but the 
confidential nature of the discussions 
prevent any outside judgment as to the 
extent to which the emerging lower 
dollar figures represent a more efficient 
defense plan, economies in implement- 
ing the plan, or mere reappraisals of the 
military risks. Whatever the combi- 
nation of these elements, curve B on 
Chart 1 indicates the scaling down of 
military expenditures that had been de- 
termined by May, 1953.” 

In fact the actual course of Defense 
Department expenditures during calen- 
dar 1953 and the goals announced in 
January, 1954 for fiscal 1955 indicate 
considerable further scaling down of 
defense outlays. These goals are repre- 
sented on the chart as curve C; the 
statistics by fiscal years are shown in 
Table 1. As this paper is written the 
data through the first quarter of 1954 
seem assured; so that this much, at least, 
of the progress toward reducing govern- 
ment expenditures is no illusion.* 


2 The official press reports in May estimated $43.1 
billion for fiscal 1954; for 1955 a specific figure was 
not reported but the general objectives stated to Con- 
gress would support an inference of $39-40 billion. 
A round figure of $40 billion also was attributed to 
the Administration by Fortune magazine in June, 
1953. The chart shows illustrative quarterly inter- 
polations in the rate of spending that would be neces- 
sary to reduce the previous spending rate to this level. 


3 As the chart indicates, first quarter 1954 spend- 
ing was relatively low, so that unless the second 
quarter data should turn out higher than the chart 
shows, the total for the fiscal year may be at least 
$0.5 billion below the official estimate of $41.6 billion 
shown in the table. 
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Among the activities supporting de- 
fense, substantial percentage reductions 
also were made from President Truman’s 
estimates, although the current subtotal 
for this group is higher than the actual 
1953 level. As Table 1 indicates, the 
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budgetary considerations may be some- 
what responsible for the scheduled 
reductions—particularly the substantial 
increase in economic strength of other 
Western countries, the reduced prospects 
for an open major war, and delays in 


TABLE 1 
DEFENSE AND Foreign Am Expenpitures, 1953-55 * 


(In billions of dollars) 


1953 
Actual 
Department of Defense (military) 43.6 
Supporting activities 3.0 
Atomic energy 
Stockpiling 
Other ** 
Foreign aid * 
Military 
Other aaa 
Total Defense and Foreign Aid ... 


ROR 
O24 


Jan.1953 May1953 Jan. 1954 


Fiscal Years 


1954 Estimate 


Truman Eisenhower 


1955 
Estimate 


45.4 43.1 416 37.6 
4.0 4.0 35 3.5 
2.7 a 2.2 2.4 
09 kes 08 0.6 
04 are 05 0.5 
76 47 58 5.3 
55 5.0 4.2 4.3 
2.1 . 1.6 1.0 
57.0 53. 50.9 46.4 


*The classification in this and subsequent tables includes activities as they are identified in 


the Daily Treasury Statement. Totals therefore differ slightly from those in the 1955 Budget 


Document. 


** Consists of Selective Service, National Advisory Committee for Aeronautics, Civil Defense, 


and Defense Production. 
t Includes loans as well as grants. 


outlays for atomic energy (including 
peacetime as well as military uses) will 
continue to rise, though much less 
rapidly than was envisaged in the last 
Truman budget. Stockpiling expendi- 
tures, which President Truman expected 
would reach a peak of $1,070 million 
in fiscal 1953 and then decline to $900 
million, actually reached only $919 mil- 
lion in 1953 and are now expected to be 
under $600 million in fiscal 1955. In 
addition to budgetary considerations the 
reduction here may reflect also easier 
supply conditions for a number of 
strategic materials.‘ 

In the field of foreign aid, also, non- 


4 The ingrease in “ other” supporting activities is 
for promotion of defense production. 


the formation of a European Defense 
Community. As Table 1 indicates, 
President Truman’s estimate of $5.5 
billion for military aid in fiscal 1954 
was first reduced to $5 billion in the 
May, 1953 announcement, and then to 
$4.2 billion in the 1955 Budget Docu- 
ment.° To some extent, however, as 
the quarterly movements on Chart 1 
(curves B and C) suggest, the revised 
estimates may signify a stretching out of 
the time schedule rather than a reduc- 


5 The size of the military aid program envisaged 
beyond 1954 as President Truman’s (represented by 
curve A on the chart) is somewhat conjectural. The 
charted trend is based on indications at various times 
that the military aid program was essentially an 
emergency affair and would be reduced rapidly after 
1954, 
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tion in the aggregate program. The 
continuance of military aid at a sub- 
stantial level for some time is indicated 
also by the fact that at the end of fiscal 
1954 about half of the $20 billion total 
of obligational authority (made avail- 
able since 1949 plus present requests) 
remains to be spent. 


As regards foreign economic and 
technical aid, President Truman’s earlier 
estimate of $2.1 billion for fiscal 1954 
appears likely now to be reduced to less 
than $1.6 billion, with a further reduc- 
tion to $1.0 billion scheduled for fiscal 
1955. According to a recent report of 
the Foreign Operations Administration 
the amount going to European countries 
under this program is to fall off very 
rapidly, while that part of the program 
concerning less developed countries will 
be expanded. These intentions suggest 
a possibility that total economic aid may 
be continued near the $1 billion level for 
some time beyond 1955. 

Considering the group of programs 
related to national defense and foreign 
aid, ‘therefore, expenditure plans for 
fiscal 1954 have been reduced from $57 
billion in the January, 1953 Budget 
Document to $51 billion in the January, 
1954 Document. Considering the in- 
ertia inherent in large scale programs 
due to the lead time necessary for large 
orders and the cost of cancelling work 
in progress, this showing may be con- 
sidered a real achievement. In terms 
of reductions in actual spending, as 
Chart 2 will show, the record is equally 
impressive—from a peak rate of $55 
billion in the second quarter of 1953 to 
one of $48 billion in the first quarter of 
1954.° 

6 Although the latter figure cannot be taken at face 


value if it proves to be a temporary aberration as 
the chart suggests. 
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PROGRAMS OTHER THAN NATIONAL 
SECURITY 


Progress made in reducing other ex- 
penditure programs seems to have been 
smaller and perhaps less significant. 
Mainly this is because large proportions 
of three major programs—aid to 
veterans, aid to agriculture, and interest 
on the public debt—are relatively un- 
controllable under existing legislation.” 

While the veterans program had de- 
clined 38 per cent from its post-World 
War II high to 1953, the rapid growth 
of the veteran population and the exten- 
sion of veterans’ benefits through legis- 
lation have limited the possibilities for 
further reduction in the near future. 
As Table 2 indicates, the 1955 program 
may be only 2 per cent less than that of 
1953, 

Expenditures for aid to agriculture are 


likely to be considerably higher in both 
1954 and 1955 than the level projected 


by President Truman. This rise is 
largely dictated by economic conditions 
which were already present in the clos- 
ing months of the Truman Administra- 
tion. During the 1952-1953 crop year 
agricultural exports were 28 per cent less 
than a year earlier, and declining farm 
prices led to a sharp rise in government 
loans and crop purchases. These helped 
to push total agricultural expenditures 
to $3.2 billion for the fiscal year as com- 
pared to an estimate of $2.1 billion made 
only a few months earlier. Continu- 
ing price support operations likewise 
knocked out the first estimate of $2.0 
billion for fiscal 1954. But the recent 
estimate of $2.8 billion for this year, 
which is shown on Table 2, is perhaps 
deceptive in that it does not represent 

7 For the over-all cash budget, social insurance is 


also an important category that is relatively uncon- 
trollable. 
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a real decline in aid operations from the 
previous year, but only a shift in their 
financing from the government (Com- 
modity Credit Corporation) to the 
banking system in the amount of $1.2 
billion. The further reduction in ex- 
penditures indicated for fiscal 1955 may 
prove illusory also. A leveling off of 
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during calendar 1953 as a result of 
private and government demands on the 
investment market. This raised the 
average interest cost of the public debt 
from 2.33 per cent in June, 1952 to a 
peak of 2.46 per cent in September, 
1953. Declining market yields since 
mid-1953 gradually reduced the aver- 


TABLE 2 
Expenpirures Orner THAN NATIONAL SECURITY 


(In billions of dollars) 


1953 
Actual 


Veterans 

Agriculture 

Interest on public debt ............. 
Social security, education, welfare ... 
Public works and housing 

All other 


Subtotal sere 
National defense and foreign aid .... 


Oe 


<T<T- 
tre to in to bo 


t 


eo 
a 


Total Budgetary Expenditures .. 


1954 Estimate * 1955 


Estimate 


Truman Eisenhower 
45 

20 

6.4 

22 

2.1 

3.7, 
20.9 
57.0 


77.9 


*From the Budget Documents of January, 1953 and 1954. 


agricultural exports together with acre- 
age limitations on wheat and cotton 
planting are expected to reduce price 
support operations only slightly, and the 
main reduction in dollar expenditures 
thus hinges on a fairly large turnover 
of funds previously invested in loans 
and commodities; if this should not ma- 
terialize, larger disbursements or in- 
creased private financing will be re- 
quired. In this connection it is to be 
noted also that the shift from govern- 
ment to private financing represents a 
postponement rather than a reduction 
in the ultimate cost of price support 
operations for the government. 

As regards interest on the public debt 
the higher estimate of the Eisenhower 
budget for fiscal 1954 reflects the higher 
market interest rates which prevailed 


age interest cost to 2.41 per cent in early 
1954, but some further increase from 
this level is to be expected in fiscal 1955 
if the Treasury resumes its efforts to 
lengthen the maturity of the debt. 

The decline in expenditures shown in 
the table for public works and housing 
between 1953 and 1955 reflects partly a 
drop of $300 million or 30 per cent in 
reclamation and rivers-and-harbors proj- 
ects, together with the transfer to 
private financing of over $700 million 
in housing mortgages and obligations 
previously financed by the Federal Na- 
tional Mortgage Association and the 
Public Housing Administration. Here, 
as in the case of agriculture, while the 
shift from government to_ private 
financing is reducing expenditures as 
they are conventionally accounted, it 
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evidently represents a different kind of 
reduction than that of the defense pro- 
gram which involves a smaller consump- 
tion of real services and materials.® 

In the category of “all other” pro- 
grams, as grouped in Table 2, the reduc- 
tion from 1953 to 1954 is again largely 
nominal: the government deferred its 
annual contribution of $300 million to 
the Civil Service Retirement Fund pend- 
ing further study; and much of the re- 
duction in the post office deficit by over 
$200 million was achieved by raising 
postal rates rather than by reducing 
(gross) expenditures. The further re- 
duction in expenditures held out for 
1955 also hinges largely on further ac- 
tion by the Congress in increasing postal 


rates. 

On the basis of these brief comments 
it would appear that the bulk of the 
indicated reduction in expenditures for 


programs other than national security 
represents a shift in sources of financ- 
ing rather than cuts in real operations 
or in their economic cost. This does not 
mean, of course, that honest efforts at 
economy have not been made; the drop 
of 7 per cent in federal government 
employment from January, 1953 to 
January, 1954 is tangible evidence of 
such efforts. But contraction of Exec- 
utive personnel through Executive ac- 
tion is patently easier than a curtailment 
of government services, when the cur- 
tailment requires legislative approval 
and the services affect a vocal part of 
the population. 


8 This difference is significant also from another 
standpoint—that of the flow of funds into circula- 
tion and the level of employment-giving activities by 
the government. To the extent that budgetary reduc- 
tions are achieved merely by substituting private for 
government financing the deflationary effect on eco- 
nomic activity may be negligible. 
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TAX RECEIPTS AND BUSINESS 
CONDITIONS 


Executive control over tax receipts 
has been even more uncertain than over 
expenditure programs, being subject to 
the direct impact of business conditions 
as well as to legislated tax rates. In 
view of the possibility that business 
activity may recede further during 1954 
and 1955, it is worth examining the 
basis of the budgetary estimates to see 
how they might be affected by such an 
eventuality. In order to carry through 
the effects of a further business recession 
on the federal budget, the estimates of 
receipts and of expenditures will be pro- 
jected through calendar 1956. As a 
first approximation this may be done 
without considering probable changes in 
the tax rates so as to illustrate the gen- 
eral magnitudes involved and their im- 
portance as a factor affecting fiscal 
policy. 

Two hypotheses of expanding and re- 
ceding economic activity are illustrated 
on Chart 3 in terms of gross national 
product and employment. ‘The basis of 
projecting employment and then deriv- 
ing national output is outlined in Table 3. 
Hypothesis “A” involves an expansion 
of the gross national product from $367 
billion in calendar 1953 to $398 billion 
in 1956, a rise of 8.5 per cent in 3 years. 
Total employment (including the armed 
forces) might be around 67.4 million in 
1956, while unemployment might be 
back down to 2.0 million or 3 per cent 
of the civilian labor force. Under 
hypothesis “ B,” representing a moder- 
ate recession, the national product might 
decline from the rate of $367 billion for 
1953 to about $353 billion in 1955; un- 
der this hypothesis total employment in 
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1955 might be only 64.0 million, and 
unemployment 4.0 million or 6 per cent 
of the civilian labor force. In com- 
parison with the recent past, hypothesis 
A would represent considerably fuller 
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in the trend of business activity might 
be reflected in tax collections is illus- 
trated in Table 4. About three-quar- 
ters of any variation in gross national 
product would be reflected in personal 


TABLE 3 
Projection or NATIONAL Propucr tro 1956 


(Calendar year averages and totals) 


Actual 

1953 
1954 
116.3 
48.7 
67.6 


Population over 14 years .... 
Not in labor force 
Total labor force 
Armed forces * 
Civilians 
Unemployed 
Employed 
Total employment (armed 
forces and civilian) 
GNP/Total employment ** . . 
Total GNP 


5700 
371 


*Armed forces estimated on basis of 1955 


A. Expanding Economy B. 


Conjectural 
Moderate Recession 


1955 1956 1954 1955 1956 
117.5 
49.0 
68.5 
3.1 
65.4 
23 
63.1 


118.7 
49.3 
69.4 

29 
66.5 
2.0 
64.5 


116.3 
488 
67.5 


117.5 
49.5 
68.0 

3.1 
64.9 
4.0 
60.9 


118.7 
50.1 
68.6 

2.9 
65.7 
3.0 
62.7 
66.2 

5800 

384 


67.4 
5900 
398 


64.0 
5600 
353 


65.6 
5700 
374 


Budget Message and press statement that 


strength would be reduced to 28 million “after 1957.” 


** In 1953 prices as projected from Chart 3. 
+t Assumes reversion to 1952 prices. 


employment than in 1950 when unem- 
ployment averaged 3.1 million or 5 per 
cent of the labor force, while hypoth- 
esis B would represent a more pro- 
tracted and slightly deeper recession 
than 1949, when the number unem- 
ployed averaged 3.4 million or 5.5 per 
cent. Average prices are assumed to 
remain at the 1953 level under A, but 
to recede to the 1952 level in 1954 and 
1955 under B.° 


The extent to which such a difference 


%It will be observed from Chart 3 that the na- 
tional product (in constant prices) has risen’ more 
rapidly over the past 20 years than total employ- 
ment. 
marized in the ratio shown on the lower section of 
the chart. The movement of the 
primarily two factors—changes in productivity per 
man-hour (responding to technological advances and 
to changes in the utilization of industrial plant 
capacity), and fluctuations in the length of the work 


This increase in output per employee is sum- 


ratio reflects 


income, and about one-fifth of any 
difference in this income would be re- 
flected in federal collections of the per- 
sonal income tax. This means that the 


week. To assist in evaluating the hypothetical pro- 
jections for 1956, two trend lines also are shown on 


the chart, one covering 1929-1952 and the other 
1941-1952; the per capita output under hypothesis A 
was assumed to rise with this trend. (The years 1929 
and 1941 were selected as representing previous peace- 
time peaks in output.) Under hypothesis B, repre- 
senting a moderate recession, it is probable that the 
rise in unemployment would be complemented by a 
rise in the proportion of persons voluntarily outside 
the labor force and by a shortening of the work week 
for those still employed; this would tend to offset the 
normal annual increase in output per man-hour, leav- 
ing per capita output more or less unchanged. (Ac- 
tually man-hour productivity might be expected to 
fall, owing to the drop in utilization of industrial 
capacity. For the purpose of the present projection, 
however, this unrealistic assumption may not present 
a difficulty, since income payments of employces 
probably would not fall off proportionately with the 
decline in productivity.) 
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difference of $31 billion in the 1955 
national product between hypotheses 
A and B would be reflected to the ex- 
tent of about 4.7 billion in Treasury 
collections of the personal income tax in 
the ensuing fiscal year. The correspond- 
ing fluctuation to be expected in excise, 
estate, and gift taxes might be about 
one-fourth as large. 


TABLE 4 
ConsecturaL Errecr or Economic Activity 
on Buporer Recemts anp Trust 
AccouNT BALANCE * 


(In billions of dollars) 


Fiscal 
1956 


B 


Fiscal 


1955 


Income taxes: 
Corporate 
Personal 

Excise, estate, and gift 
taxes ** 


Subtotal 
Other taxes 
ceipts (net) 
Refunds 
Net Budgetary 
Receipts 
Trust Accounts, excess 
of receipts over ex- 
penditures 
Difference attributable 
to hypothetical 
business trends .... 94 
* Based on tax legislation requested in 1955 
Budget Message, and hypotheses A and B re- 
garding economic activity as described in text. 
The official budget estimates for fiscal 1955 lie 
close to the A estimates except for corporate 
income taxes: 
Official estimates 
Corporate income 20.3 billion 
Personal income 30.3 
Excise, estate, and gift .. 
Other taxes and receipts 
Refunds 
Net Receipts 
** These estimates do not give effect to the 
legislative reduction of excise taxes in March, 
1954, which will affect receipts mainly in fiscal 
1955. 


3.5 
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The effect of the hypothetical vari- 
ation in national product upon corporate 
income and thus on corporate income 
tax collections would be more uncertain, 
depending on the extent to which profits 
might be affected by price changes, by 
unit costs (in response to lower utiliza- 
tion of capacity) and by the degree of 
competition. These factors have made 
the past relationship of corporate profits 
to national output rather unstable, and 
they also render any assumption as to 
the future rather arbitrary. On the 
assumption that the two hypothetical 
trends for national output might involve 
a difference of over $5 billion in 1955 
corporate income, corporate tax collec- 
tions in the ensuing fiscal year might 
differ by about $2.5 billion." 

These three sources of taxes could 
thus vary by at least $8 to $9 billion in 
fiscal 1956 under the alternative assump- 
tions as to economic activity outlined 
above. A corresponding variation in 
other taxes and receipts, and an inverse 
variation in refunds (mainly of personal 
taxes), could add another billion dollars 
to the variation in collections. 

Business conditions will have a marked 
effect also on the net cash derived from 
social insurance programs—old age re- 
tirement, unemployment and veterans’ 
life insurance. These, together with 
some minor trust and deposit funds, are 
not included in the administrative 
budget but in a separate category of 


10 In relation to GNP, the assumed figure of $37.5 
billion for 1955 corporate income is about the pro- 
portion reached in the last quarter of 1949 and also 
that prevailing during 1948; it is relatively higher 
than in 1946 and 1947. If the 1955 corporate in- 
come should fall back to the 1946-1947 relationship 
to GNP, it would mean a corporate income of only 
$31 billion, and tax collections in the following year 
would be about $3 billion less than the amount shown 


under B in Table 4. 
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“trust accounts.” The retirement and 
unemployment accounts are currently 
running a surplus; that is, receipts ex- 
ceed expenditures (other than invest- 
ments), and therefore provide an 
additional source of funds for the federal 
government. Under budgetary recom- 
mendations both receipts and benefits 
of the retirement and unemployment 
funds would be increased, with receipts 
being greater in the early years. In the 
event of worsening business conditions, 
however, net cash receipts would be re- 
duced, both from shrinking contribu- 
tions as employment fell, and from 
increased benefit payments to the un- 
employed and to the larger number of 
elderly persons likely to accelerate their 
retirement. As Table 4 indicates, the 
response of all trust account balances to 
business conditions might readily vary 
by $2 billion. 


Thus the difference between very good 
and rather poor business conditions 
would appear capable of influencing the 
federal cash budget in the neighborhood 
of $9 billion for 1955 and $11 billion 


for 1956. If the actual trend of busi- 
ness activity should lie somewhere be- 
tween the two hypotheses—for example, 
if the national output should continue 
during 1954 near the first quarter level 
and then gradually recover in 1955, 
budgetary and trust account receipts 
might fall somewhere between the A 
and B data indicated in this table. 


THE BROAD TREND OF RECEIPTS AND 
EXPENDITURES 


Combining now the evidence on the 
Administration’s demonstrated ability 
to cut back national defense and foreign 
aid expenditures, the limited possibilities 
for trimming civil domestic programs, 
and the sensitivity of budget receipts 
and trust fund balances to business con- 
ditions, it is possible to visualize the 
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broad trend of the federal budget one or 
two steps beyond the Budget Document 
issued in January, 1954. 

The major elements in this visualiza- 
tion are shown on Chart 4. The 
expenditure data here are quarterly 
interpolations from the official budgetary 
estimates through fiscal 1955, and pro- 
jections thereafter are based on the indi- 
cated trend.’' For budget receipts the 
unadjusted quarterly data are pro- 
jected through 1956 according to hy- 
pothesis A (the expanding economy) ; a 
moving average of the sharp seasonal 
pattern also is shown in order to facili- 
tate comparison with expenditures. 
Receipts under hypothesis B (a moder- 
ate recession) are illustrated by a similar 
moving average. 

The charted trends indicate that while 
a substantial balancing of the budget 
accounts might be achieved by calendar 
1955, provided economic activity ex- 
pands rather optimistically, a worsening 
of business conditions could readily 
entail a continuing large deficit at least 
through 1956. On the assumption that 
business activity will again be rising in 
that year, however, the trend of budge- 
tary receipts would have turned up- 
ward, and with continuing restraint in 
expenditures, a budget balance in 1957 
would seem possible even under the B 
assumption. 

The tendency of trust account 
balances to narrow as business activity 
worsens is illustrated by a middle section 
on the chart. In order to keep the 
graphic presentation simple the alter- 
natives under A and B hypotheses are 
not both shown here, but only the mean 
between them has been plotted. 


11 For fiscal 1954, however, the data shown on the 
chart add up to somewhat less than the official budget 
estimate in view of the relatively low military ex- 
penditures in January and February. Corporate tax 
collections for March, 1954 indicate that receipts also 
are falling below the official estimate. 
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Both the budget accounts and the 
trust accounts include transactions that 
do not entail transfers of cash vis-a-vis 
public; conversely they omit some trans- 
actions that do involve cash transfers. 
The most important of these are budget- 
ary charges for accruing interest on 
savings bonds (which are not reflected 
in cash outlays until the bonds are re- 
deemed), currently running about $500 
million a year (but expected to decline 
considerably in the future); and the 
extrabudgetary clearing account for 
outstanding checks, which normally 
fluctuates from positive to negative, but 
has on balance been negative during the 
recent period of rapid expansion in gov- 
The net effect of 
the adjustments to put budget and trust 
accounts on a cash basis vis-a-vis the 
public has been small, and seems likely 
to continue under half a billion dollars 
a year. Its relatively minor impor- 
tance is indicated on the chart. 


ernment operations. 


How the trust accounts and the ad- 
justments taken together modify the 
indicated budgetary deficit is shown for 
calendar year totals at the bottom of 
Chart 4." Under the optimum hypoth- 
esis of expanding business and low 
unemployment, a balancing on a cash 
basis might almost be achieved for 


calendar 1954; with a moderately pro- 
tracted depression it would not be 
achieved until after 1956. 
interim course should develop, the Presi- 
dent’s budgetary proposals would have 
a fair chance of leading to a cash balance 
in 1955 or 1956. 


But if some 


THE OUTLOOK FOR LOWER TAX RATES 


The above projections are based, how- 


12 Calendar rather than fiscal year totals are shown 
because the Mills Plan (to accelerate corporate income 
tax collections) has operated since 1950 to exaggerate 
fiscal year (but not calendar year) receipts relative to 
the underlying trend of accruing tax liabilities. 


NATIONAL TAX JOURNAL 


ever, on tax legislation requested in the 
1955 Budget Message, which included a 
recision of the cuts in excise taxes that 
were scheduled to go into effect in April, 
1954. In an act passed at the end of 
March some of these taxes were in fact 
continued, but others were reduced and 
the estimated net effect will be to reduce 
excise tax yields by $1 billion in fiscal 
1955. 

There is some pressure in the Congress 
also to reduce personal income taxes be- 
yond the cuts that became effective in 
January, 1954. This has taken the ef- 
fect of urging an increase in the per- 
sonal exemption. If successful such a 
move could entail a large loss in Treas- 
ury receipts, on the order of $2.5 billion 
for each $100 increase in the exemption, 
The outcome of these proposals is not 
yet clear, but if unemployment and 
business activity should gradually im- 
prove from the level of early 1954 (as 
the prevailing economic judgment in 
Washington would indicate), there 
seems to be a fair chance that further 
reductions in taxes this year can be 
avoided. 

The chance of new tax reductions in 
1955 or 1956 may be greater. The Ad- 
ministration has pledged that as econ- 
omies in expenditure programs come 
“into sight ” it will recommend passing 
the savings along to the taxpayer. In- 
terpreted literally, this pledge could lead 
to an indefinitely continuing budgetary 
deficit. Some popular pressure for such 
a policy can be inferred from the fact 
that even after the scheduled 1954 re- 
duction in personal income and excise 
tax rates, the average rate (in relation to 
personal income) is still about nine- 
tenths of the wartime peak, while the 
reductions in corporate taxes now 
scheduled for April, 195 5+will leave the 
corporate rate still nearly seven-eighths 
of the effective wartime peak rate. 





ADMINISTRATION OF STATE MOTOR FUELS TAXES 


ABDEL M. FAWZY, JAMES W. MARTIN, AND MARK FRISHE sd 


) Raion the specific provisions 
for the enforcement of all motor 
fuels tax laws vary among the states, the 
operations and problems confronting 
the individual state tax administration 
agencies are largely similar in character. 
A brief analysis of the basic elements of 
administration of this tax is presented as 
a background for some of the more 
knotty procedural problems which tax 


administrators must face. Special at- 


tention is accorded the problems of tax 
evasion and factors affecting the cost of 


administration. 


POLICIES BASIC TO ADMINISTRATION 


A definition of the tax base is essen- 
tial to tax administration since it iden- 
tifies the extent and scope of the tax. 
In the majority of the states the liquid 
fuel tax takes the form of an excise on 
the sale of motor fuels or on the privi- 
lege of using the highways and con- 
suming motor fuel. In a few states ' it 
is a license tax imposed on the right to 
engage in the business of selling motor 
fuel, while in Massachusetts alone the 
tax is imposed for the privilege of regis- 
tration. 


* The plan for this study was formulated by Mr. 
Martin, Director of the Bureau of Business Research 
at the University of Kentucky. Mr. Fawzy, for- 
merly a research assistant, under Mr. Martir’s super- 
vision did most of the fact finding. Mr. Frishe, a 
research associate, who brought certain data up to 
date, and Mr. Martin have written this paper in the 
absence from the United States of Mr. Fawzy. 


1 Idaho, Georgia, New Hampshire, and Wyoming. 
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Measure of the Tax 


A significant point in gasoline tax 
administration is whether liability is 
measured by the gallonage of fuel re- 
ceived or the gallonage sold. The 
amount of distributors’ sales is the cri- 
terion in 27 states,” while the amount of 
his receipts is the basis in 19 states. 
New Hampshire, North Carolina, and 
Vermont permit distributors the option 
of reporting and paying the tax on 
either the sales or the receipts of gaso- 
line. 

Generally, the “ receipts” method is 
gaining popularity among the states be- 
cause it facilitates a direct verification 
of distributors’ reports against those by 
vendors and transporters. It does not 
require the detailed analysis of sales and 
inventories that is necessary when the 
tax is based on sales and consequently is 
simpler to administer. The “ sales” 
method, however, is more frequently 
employed in states with important re- 
finery operations, on the ostensible 
ground that only a small portion of the 
gasoline produced is actually “ received ” 
within the state.* 


2 Alabama, California, Connecticut, Delaware, 
Florida, Idaho, Maine, 
Maryland, Massachusetts, Nevada, New Jersey, New 
York, North Dakota, Oklahoma, Oregon, Pennsyl- 
vania, Rhode Island, South Carolina, Texas, Utah, 
Virginia, Washington, Wyoming, and the District of 
Columbia. 


Georgia, Illinois, Louisiana, 


3 Whether the sales method is really more satis- 
factory in producer states is doubtful in the light of 
the satisfactory employment of the receipts measure 
in several states with some refineries. 
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Liability for the Tax 


Regardless of whether the tax is 
measured by sales or recipts, determin- 
ing who is liable for the tax obviously 
is a basic step in administration. It is 
the intent of the gasoline tax laws to 
impose the tax near the point of great- 
est concentration in the process of 
marketing taxable fuel. It is expedient 
to define a specific point in the distribu- 
tive processes at which motor fuel is re- 
ceived or sold for tax purposes and to 
require payment of the tax from any 
distributor who handles it at that point. 
Virtually all states require whosesale 
gasoline distributors to obtain licenses 
before they may engage in business, and 
all states except Maine also require them 
to furnish a bond. 


DETERMINATION OF THE AMOUNT 
OF THE TAX 


Accounting for Gasoline Stocks 


The principal problem in the admin- 
istration of motor fuel taxes involves 
the prompt receipt of accurate informa- 
tion concerning the origin and move- 
ments of gasoline within the state. Con- 
sequently, proper enforcement depends 
to a large extent on the effectiveness of 
the system of reports developed by each 
agency to obtain information from dis- 
tributors and from other agencies con- 
cerned. The reports generally require 
three types of information: inventory 
data, receipts or acquisitions, and dis- 
posals (sales and deductions). Report- 
ing techniques vary among the states, 
usually according to whether the tax is 
measured on a sales or a receipts basis. 


All states on the sales basis require 
an inventory accountability either for 
determining sales or for verifying re- 
ported sales. The receipts states do not 
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depend as directly as sales states on 
inventories for the determination of 
taxable gallonage; but they generally 
require inventory accountability, espe- 
cially at the refinery level where tax- 
free storage is allowed. Such data, as 
noted below, are necessary because of 
nontaxable sales. 

Reporting by the refinery of the 
amount of gasoline produced is espe- 
cially important in states which measure 
the tax by sales at or near the point of 
production. In other sales states not 
having large refinery operations, gasoline 
produced is not reported until it enters 
a “marketing location,” such as bulk 
stations and warchouses or storage tanks 
at refineries containing finished materi- 
als turned over to the marketing de- 
partment for sale or delivery. This 
method offers comprehensive coverage 
since all gasoline produced must enter 
a marketing location. 

Among the receipts states production 
as such is reported only incidentally, as 
it never enters directly into the com- 
putation of the tax until it is received 
within the meaning of the particular 
state law. 

The method of reporting purchases 
from sources within the state depends 
primarily on the extent to which tax- 
free sales can be made between licensed 
distributors. In states in which tax- 
free sales are allowed, purchases on 
which the tax has been paid must be re- 
ported even though such amounts do 
not enter into the computation of the 
tax. Here the sales states are faced with 
the problem of determining what por- 
tion of the sales are from taxpaid stocks 
and therefore not taxable. Obviously, 
a distinction between taxpaid and tax- 
free purchases is not necessary in states 
that do not allow tax-free sales between 
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distributors since all purchases there 
are tax paid. 

A different kind of problem arises in 
connection with purchases from out- 
side the state. In order to assure that 
all motor fuels crossing the border are 
promptly reported, most plans make use 
of reports from the exporter and the 
carrier as well as the importer. These 
reports are most effectively utilized 
when a strong cooperative arrangement 
exists between the tax departments of 
the affected states.‘ The usual proce- 
dure is for the tax department of the 
state of origin to send the vendor’s re- 
ports of exports to the tax department 
of the importing states. The import- 
ing state can then cross check the re- 
ports from the taxpayer against those 
from the vendor and the carrier to dis- 
cover any discrepancies. 

The computation of a distributor’s 
tax liability also requires that all gaso- 
line disposals be accounted for and that 
certain deductions be made. These de- 
ductions include for most states tax- 
free sales to licensed distributors, ex- 
ports, sales to the federal government, 
and sales to the taxing state and its po- 
litical subdivisions. Generally, the ac- 
counting for disposals of gasoline stocks 
involves problems that parallel those en- 
countered in the acquisition of stocks; 
and the states generally require itemized 
schedules in support of such disposals. 

States which measure the tax by ac- 
tual reported sales usually require non- 
taxable sales to be reported separately. 
States which determine taxable sales. by 
inventory analysis and states which 
measure the tax by receipts permit the 
deduction of these types of disposals be- 
fore arriving at the gallonage balance 
to which the tax rate is to be applied. 


4Such arrangements are now all but universal. 
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An exception to the rule is Mississippi, 
which requires the distributor to pay 
the tax on all receipts with deductions 
only for exports and sales to the federal 
government. Alabama and Nebraska 
among the receipts states do not permit 
export sales to be deducted from total 
acquisitions; they allow, instead, a re- 
fund of the tax paid on exports. 


Refunds, Exemptions, and Allowances 


Aside from the regular administra- 
tive “ balancing the books ” in account- 
ing for distributors’ motor fuels stocks, 
tax administrators must face two par- 
ticular administrative difficulties. The 
first of these is the allowance granted 
distributors for loss of stock in han- 
dling. The second, which is of much 
greater magnitude, is the problem of re- 
funds and exemptions on fuels used for 
nonhighway purposes. 

Gasoline is a highly volatile substance 
and cannot be handled without evapo- 
ration and waste. The United States 
Bureau of Mines reports that before 
World War II the average loss in storage 
and handling was 2.5 per cent at the 
refinery, 1.5 per cent at the bulk plant, 
and 0.5 per cent at the service station— 
a total loss of 4.5 per cent from the 
time of refining the fuel to the time of 
sale.° 

As of January, 1952, all states except 
Connecticut provided for either a re- 


5 All but four states also provide separate allow- 
ance for “accountable losses by destruction,” e.g., 
tank car or refinery fire. 


6 John A. Ainlay, “Shrinkage and Loss Allow- 
ances,” Annual Report of the North American Gaso- 
line Tax Conference (Chicago: Federation of Tax 
Administrators, 1941), p. 28. It should be noted, 
however, that these estimates may not represent the 
situation as it prevails today, owing to the develop- 
ment of improved equipment and techniques of stor- 
ing and handling gasoline. Moreover, the losses in- 
dicated include the so-called “ accountable losses.” 
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duction or refund to compensate dis- 
tributors for evaporation and spillage 
of stock. Because the tax structure, cli- 
matic conditions, methods and dis- 
tances of transportation, and the equip- 
ment used in handling gasoline vary 
from state to state, there is an expected 
lack of uniformity among the states in 
these allowances. 

Allowing a flat percentage for losses, 
as is done in 22 states,’ simplifies tax ad- 
ministration by eliminating the need for 
verifying the actual quantity of fuel 
claimed to be lost. As in any system 
employing an arbitrary rate, it also pre- 
sents the possibility of erroneous pay- 
ments to the extent that the flat rate 
varies from actual experience. An al- 
lowance for actual losses, or actual losses 
up to a specified maximum percentage, 
is granted in 26 states. Minnesota is 
the only state which requires that the 
distributor share the loss allowance with 
the retailers. There the distributor is 
required to pay one-third of his 3 per 
cent deduction back to the retailer in 
either money or merchandise. 


The problem of motor fuel tax re- 
funds and exemptions * for nonhighway 
use arises from the basic premise that 
revenues for construction and mainte- 
nance of highways should be obtained 
from highway users. It is an important 
problem because it is one of the most 


7 Arizona, Arkansas, Colorado, Georgia, Indiana, 
Minnesota, 
Mississippi, Missouri, Montana, Nebraska, Nevada, 
New Mexico, Ohio, South Dakota, Tennessee, Texas, 
Utah, and Wisconsin. 


Kansas, Kentucky, Louisiana, Michigan, 


8 As used here, a “ refund” is a return to the tax- 
payer of the amount of the tax paid on gasoline used 


’ 


for nontaxable purposes. An “exemption” is a re- 
lease fromm tax liability which makes it unnecessary 
for certain users to pay a tax at the time of pur- 


chase. 
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significant factors in determining the 
yield of the gasoline tax at any given 
rate level.’ The extent of coverage and 
the relative efficiency in handling ex- 
emptions or refunds are also important 
factors in determining the cost of ad- 
ministering the motor fuels tax. 

Generally, some or all motor fuel sales 
for nonhighway purposes are treated in 
any one or a combination of three basic 
methods according to the specific use. 
They may be exempted totally or sub- 
ject to a full refund made of taxes 
paid; they may be taxed at the same 
rate as motor fuel used for highway 
purposes; or they may be taxed for cer- 
tain uses at a lower rate than fuel used 
for highway purposes. This last system 
requires a partial refund to be made 
and involves substantially the same ad- 
ministrative problems as a total refund 
system. 

The trend in all states in recent years 
has been away from the system of ex- 
emptions and toward the adoption of a 
system of refunds. As a part of this 
trend it is also true that there has been 
a tendency to abandon exemption sys- 
tems in those areas of use which involve 
a large number of individual users. As 
a result, in 1953 all states employed the 
refund plan in some degree for non- 
highway use of motor fuels. On the 
other hand, the use of exemptions among 
the states was by 1953 significant only 
with respect to motor fuels used by the 
federal government. 


9 Cf. James C. Nelson and William H. Dodge, Fi- 
nancing North Dakota’s Highways, Roads and Streets, 
A Report Submitted to the Legislative Research Com- 
mittee (Bismarck, North Dakota, 1952), p. xxii. 

Tke tax refunded in North Dakota for alleged 
nonhighway use of motor fuels may, by 1970, equal 
an amount “ roughly comparable to the present net 
yield of one cent of the gasoline tax.” 





No. 2] 


Taxation of Special Fuels 


The taxation of special fuels, the most 
common of which is diesel oil, presents 
major administrative problems despite 
the comparatively small role played by 
special fuels in the total motor fuels 
picture.’ This is true because of two 
basic differences between special fuels 
and gasoline markets and characteris- 
tics. Of primary importance is the fact 
that a substantial portion of the special 
fuels distributed is not used on high- 
ways. This fact magnifies the problem 
of exemptions and refunds. Also, diesel- 
propelled vehicles operate more miles 
per gallon of fuel and often have very 
great fuel carrying capacity. These 
characteristics facilitate tax avoidance 
in many states with high tax rates by 
making possible the purchase of fuel in 
adjoining states with lower rates. 

The problem of determining who is 
liable for the tax on special fuels pre- 


sents different administrative problems. 
Of the 46 states’ which tax special 
fuels, 34 hold the fuel users responsible 


for payment of the tax. These states 
require users of special fuel to be li- 
censed, and half of them also require 
users to be bonded. Twelve states ™ 
make the distributors responsible for 
collection of the tax. 

A new approach to the administra- 
tion of the tax has been taken in Ken- 


10 The ratio of total highway use of special fuels 
to total highway use of motor fuels was 2.0 per cent 
in 1952. U. S. Bureau of Public Roads, Highway 
Statistics, 1952, pp. 5 and 7. 


11 As of January 1, 1954 only Nebraska and Ver- 
mont did not tax special fuels. 


12 Alabama, Delaware, Georgia, Illinois, Iowa, 
Maryland, Massachusetts, Montana, New Jersey, 
Rhode Island, West Virginia, ahd the District of 
Columbia. 
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tucky. In this state, distributors are re- 
sponsible for collection of the tax on 
special fuels sold for use on the high- 
ways, but the user is responsible for 
payment of the tax on all special fuels 
he has used on Kentucky highways on 
which Kentucky tax has not been paid. 
The requirement that the Kentucky tax 
be paid on all special fuels used in oper- 
ating on Kentucky highways, regardless 
of whether the fuel was actually pur- 
chased in the state, has reduced the 
practice of avoiding the tax by pur- 
chasing fuel in adjoining states with 
lower rates,’* 


PROBLEMS OF TAX EVASION 


Evasion has been of concern to every 
student of motor fuels taxation. The 
nature of the tax and its widespread use 
at comparatively high rates have pro- 
vided an opportunity to the tax evader. 
It is a rather difficult task to estimate 
the extent of evasion; but, whatever the 
extent, it constitutes a serious menace 
to the state, the automobile owner, and 
the legitimate gasoline distributor. The 
state is affected by loss of revenue. The 
motor vehicle owner is concerned be- 
cause the unscrupulous fail to bear their 
share of road-user taxation. The dealer 
loses when the racketeer cuts prices and 
undersells the market. Finally, the eva- 
sion of the tax, as in the widespread 
disregard of any law, threatens serious 
consequences to the morals of the peo- 
ple, especially when it approaches a 
public scandal. 

Before attempting to describe the 
usual methods of evasion in the motor 


13 The increase in revenue since the enactment of 
this plan has been so pronounced that the same pro- 
vision will apply to gasoline-powered trucks begin- 
ning July 1, 1954 under a law passed by the 1954 
regular session of the Kentucky General Assembly. 
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fuel tax field and the measures for 
checking such practices, the distinction 
between “evasion” and “ avoidance,” 
as public finance literature usually em- 
ploys the terms, must be emphasized. 
Evasion is illegal nonpayment of a tax 
whereas avoidance is the legal nonpay- 
ment of a tax by taking advantage of 
some specific provision in the law. 

Generally, there are three usual meth- 
ods of motor fuel tax evasion: smug- 
gling, blending, and obtaining fraudu- 
lent refunds and exemptions."* 

The method of evasion most widely 
practiced in the early days of the gaso- 
line tax and still practiced to some de- 
gree is bootlegging or smuggling across 
state lines. If vendors and transporta- 


tion agencies report all shipments prop- 
erly and tax departments check the re- 
ports against importers’ declarations, if 
cooperation between the tax depart- 


ments exists to the extent that informa- 
tion about interstate fuel shipments is 
adequately exchanged, and if auditing 
of export-import reports is carefully 
done, the tax evasion through smug- 
gling can be minimized. 

One of the most frequently used 
methods of gasoline tax evasion through 
smuggling involves concealing from the 
tax departments the final destination of 
a shipment. This is accomplished by 
reporting conflicting data to two or 
more states, by frequent rerouting of 
the shipment, by naming fictitious con- 
signees, or by “ exporting ” the gasoline 
and then bringing it back into the state. 
The use of private transportation facili- 
ties, rather than common carriers, fa- 
cilitates the smuggling of gasoline. A 


14.Norman B. Curtice, “ Tax Evasion,” Annual 
Report of the North American Gasoline Tax Confer- 
ence (Chicago: Federation of Tax Admin s:rators, 
1939), p. 20. 
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large distributor, for example, operat- 
ing in two states with differential tax 
rates may report and pay the tax to the 
state having a low rate, smuggle the 
gasoline across the border in his own 
equipment, sell in the state with the 
higher tax rate, and pocket the differ- 
ence. These types of evasion can be 
combated by requiring sufficient and 
adequate reports, by close cooperation 
between the tax departments of the 
various states, by efficient and frequent 
field and highway checks, by careful 
auditing of reports, and by licensing, 
bonding, and policing of transporters. 

Another form of tax evasion is the 
sale of blended fuels. For example, the 
racketeer may blend with 1,000 gallons 
of gasoline, 200 gallons of kerosene or 
naphtha, and then sell the mixture as 
motor fuel. Although the tax is paid 
on the 1,000 gallons of gasoline, the 
motorist is taxed on the 1,200 gallons 
of mixture. The states are well aware 
of the importance of blending as a 
method of evasion. Some states have 
sought to prevent such blending by de- 
manding that blending plants be li- 
censed and by requiring detailed reports 
of producers and brokers dealing in 
products that can be made into motor 
fuel. In some states, motor fuel in the 
pumps is checked at random by labora- 
tory techniques with samples from the 
refineries. 

The abuse of the refund or exemp- 
tion privilege on the part of agricul- 
turalists, industrialists, contractors, and 
others constitutes the third important 
form of tax evasion. Much of the col- 
lusion between the distributor and the 
person filing the refund claim which re- 
sults in fraudulent refunds can be 
eliminated, however, by vigorous audit 
programs and field investigation in 
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combination with mandatory coloring 
of nonhighway gasoline. 

Study of these three methods of tax 
evasion and of permitting delinquency 
to accumulate suggests that ineffective 
administration encourages and stimu- 
lates illegal practices. Many legisla- 
tures, aware of the problem, have pro- 
vided funds for additional staff to curb 
delinquencies and have tightened the 
provisions of the laws dealing with 
smuggling, blending, and fraudulent re- 
fund claims. The petroleum industry 
assists the state governments in combat- 
ing tax evasion by organizing state 
committees among members of the in- 
dustry. The main purpose has been to 
apprise administrators of evasion that is 
going on and to alert officials, as well as 
industry personnel, to the dangers. 
Some committees provide additional as- 
sistance to tax administrators. Conse- 


quently, much of the industry’s help 


has been educational. Such work has 
revealed the necessity of police investi- 
gation, of thorough auditing of returns, 
of amended and strengthened legisla- 
tion, and of eternal vigilance. This is, 
perhaps, one of the most remarkable in- 
stances of industry aid in the enforce- 
ment of tax laws affecting the sale of its 
products. The system of marketing is 
such that the evasion of taxes on the 
distribution of gasoline going into any 
market tends to upset the price struc- 
ture of that market. It is due largely 
to the cooperation of the industry that 
much of the tax evasion has been elimi- 
nated. 

Tax evasion is more common in those 
states where the tax rate is relatively 
high in relation to surrounding states 
and where motor fuels tax laws or their 
enforcement is weak. It is this group 
of states where administration still de- 


MOTOR FUELS TAXES 161 


serves serious attention. In general, the 
problem of evasion in the gasoline tax 
field has served to bring into focus the 
need for improvements in administra- 
tion of the tax. As a result evasion no 
longer constitutes the serious problem 
that it presented in the earlier stages of 
increased motor fuel tax rates. 


COST OF ADMINISTRATION 


The administrative cost data for the 
various states are not comparable be- 
cause some of these cost figures repre- 
sent the amounts allocated by the legis- 
latures to administer the tax and not 
the amounts actually spent in the course 
of administration. In addition, some of 
the cost data presented do not show the 
costs incurred by legal officers and other 
public agencies outside the department 
which administers the motor fuels tax. 
Therefore, the results obtained in this 
study are merely approximations. 

It should be noted also that the low 
ratios of administrative costs to gasoline 
tax collections in some states are not 
necessarily indications of efficiency. 
They may be evidence that the tax ad- 
ministration agencies are merely accept- 
ing whatever revenue comes in volun- 
tarily and are making no serious attempt 
to check avoidance and evasion. 

The costs of administration have been 
compared with the motor fuels tax rates 
in effect to determine whether any cor- 
relation exists between tax rates and ad- 
ministrative costs, but no clear evidence 
of any such relation has been found.'® 

A comparison of the ratios of admin- 
istrative costs to tax collections in the 
light of the relative amounts of motor 
fuels exempted and refunded is drawn 


15 James W. Martin, “ Costs of Tax Administra- 
tions: Statistics of Public Expenses,” Bulletin of the 
National Tax Association, February, 1944, p. 139. 
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TABLE 1 
Revarive AMounTs or Moron Fuser Exemprep or ReFuNDED ror ALLEGED NoNHIGHWAY USE 
AND Ratio or ADMINISTRATIVE Costs TO COLLECTIONS PER ONE Cent or Tax, 1952 
(Amounts in thousands of dollars) 


Gasoline Tax Ratios of Adminis- 

Collections * Administrative trative Costs to 

per One Cent Costs Collections for 
of Tax ** One Cent of Tax 


State 


Less than 5 per cent Exempted 
or Refunded 

Vermont 
West Virginia 
Connecticut 
Rhode Island 
Wyoming 
New Hampshire 
Pennsylvania 
South Carolina 
Arkansas 
Massachusetts 
Georgia 
New Jersey 
Kentucky 
Utah 


Ori mm CO OO ND ee 
SCOwmeR NBN whe US 


6,736 
5.0-9.9 per cent Exempted 

or Refunded 
New York 27,670 
Ohio 22,255 
Maryland 5,879 
Maine 2,384 
Delaware act} 1,051 
Virginia 8,721 
California .. 36,883 
North Carolina 10,627 
Oregon 5,032 
Washington 6,983 
Tennessee 7,706 
Florida 9,692 
Louisiana 5,819 
Nevada 963 
Arizona 2,829 
New Mexico 2,621 
Mississippi 4,716 

10.0-14.9 per cent Exempted 

or Refunded 
Missouri 11,611 
Indiana 12,282 
Idaho 1,902 
Michigan 17,396 
26,700 
Tilinois 21,629 
Wisconsin 9,036 
Nebraska 4,416 

15 per cent or over Exempted 
or Refunded 


FNONASSNNNYNNN Re 
VINO WR OR eRe OD ain hb 


_— 


S St 69 8B LO 
mMrwiinin noe 


7,709 283 

Montana 1,987 75 

Minnesota 7,865 331 

Colorado 4,205 214 
Oklahoma 6,709 398 5s 
South Dakota 1,809 112 6.2 
Kansas 5,897 763 12.9 
North Dakota 1,465 196 13.4 
Total $401,473 $12,486 3.1 


Source: Computed from U: 8. Bureau of Public Roads, Highway Statistics, 1952, pp. 8, 62, 


and 86. 
* Does not include gallonage exempted or refunded by reason of use by federal government. 
** Net motor fuels tax receipts available for distribution divided by the 1952 gasoline tax 


rate in each state. 
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in Table 1. In the table the reported 
administrative costs for 1952 are shown. 
As cost appears not to vary with tax 
rate, a roughly comparable cost basis 
can be derived by computing the ratio 
of the expense to the net yield of one 
cent of tax rate. It is of interest that, 
although the weighted mean of the 
rates, as shown in Table 1, is 3.1, the 
median is but 2.5. The median cost 
ratio at 1.7 per cent is lowest in the 0- 
4.9 per cent of the refund or exemption 
class and increases in each successive 
class to a high median of 5.5 per cent. 
This table indicates that, not only is a 
motor fuel tax more costly to admin- 
ister when it includes provision for ex- 
emptions or refunds, but also that the 
ratio of administrative costs to tax col- 
lections can be expected to increase as 
the percentage of collections refunded 
and exempted increases. 

The fact that no clear evidence of the 
effect of variations in tax rates among 
the states on the relative costs of ad- 
ministration has been obtained does not 
necessarily mean that there is no rela- 
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tionship whatever between rate varia- 
tion and administrative cost in any in- 
dividual state. It is true that a higher 
tax rate may mean more effort and cost 
on the part of the government to en- 
force the tax; but the fact that the de- 
mand for gasoline at present price, in- 
come, and employment levels is rela- 
tively insensitive to tax rate increases 
within the range of existing tax rates 
tends to obscure any increase that may 
occur in the cost of administration. 

Although there are wide variations 
among the states in the relative costs of 
administering motor fuel taxes, it is 
generally believed that these taxes are 
among the least expensive to administer 
of any of the major state taxes. There 
is still some need for increasing the ad- 
ministrative and enforcement staff in 
many states, and there is still plenty of 
room for exploration of new methods 
of administration. However, the states 
more and more are recognizing and 
placing emphasis on the common prob- 
lem areas and adopting improved ad- 
ministrative procedures. 





EVASION OF STATE TOBACCO TAXES 


WARREN A. LAW * 


TATE tobacco tax administrators 
have faced difficulties in collecting 
the tax infinitely greater than those en- 
countered by the federal government. 
Whereas federal collectors, dealing with 
only a handful of large, responsible 
manufacturers, have discovered rela- 
tively few cases of deliberate evasion in 
the last quarter century, state officials 
have found both the tobacco dealer and 
the consumer constantly on the alert to 
discover new devices—legal or other- 
wise—for escaping the much smaller 
state imposts. The substantial number 
of cigarettes consumed by the typical 
smoker, combined with the relatively 
high rate of tax, has provided ample fi- 
nancial inducement to many citizens to 
evade the tax; and the proximity of 
nontax states has joined with the inter- 
state commerce clause to make their 
task less difficult. This evasion has 
taken two forms: bootlegging of tax- 
free tobacco by dealers, which has al- 
ways been illegal, and importation by 
consumers of tobacco from nontax 
states, which in all states was legitimate 
until after the imposition of use taxes. 
After the first few years of inefficient 
administration, and with the growing 
number of tobacco-taxing states, boot- 
legging declined drastically and was far 
overshadowed by tax avoidance through 
purchase in interstate commerce. The 
original methods were crude but effec- 
tive. As soon as a state levied a ciga- 
rette tax, firms operating from just out- 
side its borders would flood it with 


* The author is an assistant professor at Southern 
Methodist University. 


solicitors who would accept orders for 
immediate shipment. Some states were 
successful in obtaining court rulings 
that order-taking by solicitors consti- 
tuted intrastate commerce, but the ex- 
trastate sellers soon found newspaper 
and radio advertising to be equally ef- 
fective. As sellers became familiar with 
the device, and tax rates increased, in- 
terstate sales became increasingly impor- 
tant. The fight of state tax officials to 
close this loophole has consisted of a 
series of steps taken during the past two 
decades. This paper chronicles these 
steps." 


Early Attempts to Halt Evasion 


The use tax. All of the early state 
tobacco taxes were specifically imposed 
upon the sale of tobacco. As long as 
this was true, the states were powerless 
to prevent avoidance by purchasing the 
tobacco in another state, even where 
they were able to discover the transac- 
tion. This problem was solved in most 
states by changing the statute so that 
the tax was also imposed upon the 
privilege of using, storing, or consum- 
ing tobacco within the state, i.e., a so- 
called “use tax” was added to the ex- 
isting law. 

The use principle was applied to the 
gasoline tax by Oregon in 1919, and by 
1936 every state had followed suit. 
However, it was not until 1934 that 
Louisiana took the lead by applying it 

1In order to conserve space, many references to 
authorities have been omitted. Most of the following 
is based upon the proceedings of the annual meeting 
of the National Tobacco Tax Association (cited here- 


after as Proceedings), the Tax Administrators’ News, 
and the trade journals Tobacco and Tobacco Leaf. 
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to tobacco. Texas and Washington en- 
acted similar provisions the following 
year, and Texas administrators adver- 
tised the beneficial results so persua- 
sively before the National Tobacco Tax 
Conference that other states steadily 
followed their example. By 1940, one- 
half of the tobacco taxing states had 
added a complementary use tax, and at 
the end of 1952, only seven states did 
not have one.” 

Most of the states merely added a 
clause to their tobacco tax statutes mak- 
ing the use or storage of tobacco prod- 
ucts within the state subject to tax, but 
a few passed special tobacco use tax 
statutes, and some adopted circuitous 
methods of accomplishing the same re- 
sult.* Illinois, for example, provided 
that a person bringing more than ten 
cartons of cigarettes into the state in 
one calendar year is a distributor and 
liable for the tax. The Kentucky tax is 
imposed only on the sale of cigarettes, 
but the statute provides that mere pos- 
session of unstamped cigarettes is pre- 
sumptive evidence that they are pos- 
sessed for sale; New York has a similar 
provision applicable to possession of 
more than 1,000 cigarettes; Kansas has 
no use tax per se, but merely provides 
that it is unlawful for anyone except a 
licensed dealer to possess untaxed ciga- 
rettes. Most states, for reasons of ad- 
ministration and equity, allow certain 
exemptions. Alabama has a liberal al- 
lowance of 30 packs of cigarettes,* but 


2 Arizona, Delaware, Kansas, Nevada, North Da- 
kota, Utah, Vermont. 


3 The Use Tax As Applied to Tobacco Products, 
Federation of Tax Administrators Research Memo. 
255, July, 1946. 


4 Despite this, a consumer recently contested Ala- 
ama’s right to tax him for 2,650 cartons of cigarettes 
he purchased for “ immediate personal consumption ” 
by himself, his wife, and a friend. Tobacco, May 6, 
1948, p. 4. 


the usual exemption is a carton or less. 
This extension of state tobacco taxes 
was accomplished only after a legal 
struggle. Use or storage was firmly es- 
tablished as a basis for state gasoline 
taxes by the time the first statute ap- 
plying it to tobacco was enacted; ° but 
gasoline use taxes were sustained by the 
courts on the grounds that they were 
exacted as special charges for the use of 
the roads, while the basis of the tobacco 
use tax is the privilege of consuming 
the commodity, irrespective of any 
benefits derived from the state." When 
the tobacco use tax was first imposed, it 
was widely attacked as being an uncon- 
stitutional burden on interstate com- 
merce and a deprivation of property 
without due process of law. However, 
it was upheld by the Supreme Courts of 
Texas and Georgia, and the United 
States Supreme Court dismissed an ap- 
peal for lack of final judgment.’ In the 
Texas case the court held that, even 
though the plaintiff was engaged in in- 
terstate commerce, when the cigarettes 
were finally delivered to the purchaser 
they ceased to be considered a commod- 
ity in interstate commerce and became a 
proper subject for taxation. This same 
attitude was later taken by the Supreme 
Court in upholding a general use tax. 


The simple imposition of a use tax 
did not, of course, solve all the prob- 


5L. L. Waters, Use Taxes and Their Legal and 
Economic Background (Lawrence, Kansas, 1940), pp. 
9-33. 


6 That tax ndministrators were not certain the 
gasoline use tax could be extended to other com- 
modities is evidenced by their unsuccessful efforts to 
secure the permission of Congress to tax interstate 
sales. See Proceedings of the National Association of 


State Tax Administraiors, February, 1934, p. 7. 


TEx parte Kimberlin, 86 S. W. (2d) 717, 299 
U. S. 513 (1936); Head v. Cigarette Sales Co., 48 
S. E. (2d) 203 (1939). Im the Kimberlin case, the 
Texas administrator spent three days in jail to hasten 
the test of the law. 
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lems incident to the receipt of tobacco 
from extrastate sources. There still re- 
mained the difficult matter of discover- 
ing the tobacco, which is discussed be- 
low. However, the use tax gave the 
administrator an adequate legal basis for 
enforcing the tax when and if he did 
discover the untaxed cigarettes. Armed 
with the use tax and information about 
shipments into the state, several states 
were enabled to show remarkable in- 
creases in collections. Texas, for exam- 
ple, which had “ more so-called interstate 
peddlers of tax free cigarettes than all 
the other tobacco tax states combined,” 
increased her revenues from $4 to $7 
million in five years. Very little of this 


increased revenue, of course, was ob- 
tained from the use tax itself, since the 
purpose is merely to persuade consumers 
to buy taxpaid cigarettes within the 
state, and a completely successful use 


tax would yield no revenue. However, 
states have occasionally obtained sub- 
stantial amounts from consumers from 
the use tax itself, when it was first put 
into effect. The usual practice is to 
send a letter to a consumer known to 
have received tax-free cigarettes in- 
forming him of the existence of the use 
tax and requesting that he remit the 
tax due by return mail. Sometimes the 
results have been surprising. 
ceived an average return of over $2 per 
letter. 

This indicates the important psycho- 
logical effect of a use tax. Many tax 
administrators believe that large num- 
bers of taxpayers will take advantage of 
any device for legally avoiding pay- 
ment of taxes, but will do nothing 
which entails a violation of the law. It 
is this group which is most affected by a 
use tax. One writer has stated: 


Iowa re- 


In a number of observed cases involving 
the receipt of non-tax-paid cigarettes, the 
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recipients are people of the professional type, 
lawyers, doctors, accountants, teachers and 
governmental employees, who are sufh- 
ciently well informed to know the differ- 
ence between what is forbidden by law and 
what is not forbidden. It may be inferred, 
therefore, that to a great number of people 
the distinction between avoidance and eva- 
sion of taxes is a significant one.® 


Of course, very many persons in every 
state continued to buy from out-of- 
state mail order houses, even after im- 
position of a use tax, but in many cases 
they were unaware of the existence of 
such a tax, and advertisements of these 
firms often implied that there was none. 

The major argument against the use 
tax is that it erects one more barrier to 
interstate trade. Apart from this, how- 
ever, the tax has much to recommend 
it. If state tobacco taxes are desirable 
at all, then loopholes for their avoidance 
should be closed, particularly where 
these loopholes are exploited mainly by 
those best able to pay the tax, as has 
been the case with mail-order purchas- 
ing of cigarettes. The poor man, who 
possesses neither the information nor 
the funds to purchase by mail, may find 
that he bears the brunt of cigarette 
taxes in a state without a use tax, in 
which case the tax becomes even more 
regressive than usual. Furthermore, 
there is the weakening of public re- 
spect for tax laws and their administra- 
tion which may possibly result from re- 
peated and obvious avoidance of a tax. 
The use tax also protects the competi- 
tive position of the local merchant and 
makes him more willing to cooperate 
with state. 

Interstate cooperation. Having en- 
acted a use tax, a state was still con- 
fronted with the problem of discovering 
recipients of tax-free cigarettes shipped 


SF. T. A. Research Memo. 255, p. 5. 
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in interstate commerce. The simplest 
method of obtaining such information 
was through interstate cooperation. 
Tobacco taxing states were somewhat 
tardy in utilizing the benefits of re- 
ciprocal exchange of data on interstate 
shipments; but, once begun, interstate 
cooperation was wholehearted. Most 
states give refunds on taxpaid tobacco 
shipped out of the state, but require 
that the exporter furnish lists of the 
consignees of such shipments. It is a 
simple matter to send copies of these 
lists to the administrators in the state 
into which the tobacco is shipped, who, 
armed with a use tax, can then collect 
the tax due, 

Arkansas took the lead in this sort of 
cooperation by meeting with officials 
from Mississippi and Tennessee in 1937 
and agreeing to furnish such informa- 


tion. The program was so effective that 
Arkansas mail-order houses, organized 
for the purpose of selling in other states, 


were soon forced out of business. Other 
southern states began exchanging simi- 
lar information, and in 1936 the Na- 
tion Tobacco Tax Conference ap- 
pointed a Committee on Uniform Inter- 
state Reporting, hoping to develop an 
automatic system similar to that already 
in existence for gasoline. There was a 
slight pause in the movement when 
firms in Kentucky and Missouri ob- 
tained injunctions to prevent the states 
from furnishing the information, on the 
grounds that it was privileged informa- 
tion, but Kentucky cvurts upheld the 
state, and the Supreme Court refused to 
review the case. By 1940 the New 
England states and New York had 
adopted a system of uniform forms to 
facilitate the exchange of information. 

Today exchange of information is 


9 Dixie Wholesale Groc. Co. v. James W. Martin, 
278 Ky. 705. 
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well established and continual—extend- 
ing in some states to the practice of al- 
lowing officers from other states to 
audit the books of firms in their own 
state.” The National Tobacco Tax 
Conference has divided the country into 
four regions, and regular regional meet- 
ings are held to discuss common prob- 
lems in addition to the annual national 
conference. Since 1936 the Association 
has been a member of the Federation of 
Tax Administrators, and the secretariat 
of the latter organization has served as a 
clearinghouse for information on to- 
bacco taxation collected from the vari- 
ous states. 

The efficacy of interstate reporting is 
demonstrated by the recent experience 
of Indiana, which adopted a cigarette 
tax in 1947 and began sending reports 
to neighboring states. In December, 
1947, over 110 million cigarettes were 
shipped from Indiana, while nine 
months later exports had dropped to 8.5 
million. Nevertheless, this simple de- 
vice fell far short of solving the prob- 
lem of avoidance of cigarette taxes. Its 
effectiveness, for example, was limited 
in the case of states with taxes on to- 
bacco products other than cigarettes, 
for they were not able to obtain infor- 
mation on shipments of these products 
from states where shippers were not re- 
quired to keep such records. Much 
more important, however, was the fact 
that mail-order houses merely moved 
from states which reported their activ- 
ities into nontax states which did not. 
Maryland and, until recently, New 
Jersey became centers of such activity. 
The effort to control the operations of 
these mail-order houses during the last 
15 years has required more time from 
those officials concerned with tobacco 


10 A recent survey found 24 states (of 31 reply- 
ing) which used interstate reports regularly. 
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tax evasion than all other problems 
combined. 

Parcel post shipment. Since the early 
1930’s the principal method of avoiding 
state tobacco taxes has been through 
interstate parcel post shipments. Many 
states, having imposed a use tax, early 
required common carriers to report to 
state authorities all deliveries of tobacco, 
but shippers merely resorted to the 
United States mails, the privacy of 
which had long been jealously guarded 
by the Post Office Department. To- 
bacco, especially cigarettes, occupies a 
unique position in that its value relative 
to its weight is great enough to make 
parcel post delivery feasible, and the 
price differential between tax and non- 
tax states is not only considerably 
greater than the costs of postage, but 
also large enough to provide ample in- 
ducement to many consumers to adopt 
this method of purchase. Thus, as the 
number of tax states increased and tax 
rates rose, a large number of firms were 
established with the sole purpose of sell- 
ing untaxed cigarettes by mail to cus- 
tomers in other states. 

State officials early recognized the 
threat to tax revenues from this source. 
One administrator expressed the general 
attitude: 


We have control of the railroad; we have 
control of all the common carriers, but we 
don’t have control of Uncle Sam’s parcel 
post delivery, and that is the thing we are 
after. We will never be able to break up 
the peddling of cigarettes until the people 
know that we have information furnished 
us by the postal authorities.” 


Estimates of the annual tax loss from 
this source ran as high as $1 million in 
Iowa, and Texas officials reported that 


11 Proceedings, 1937, pp. 36, 48. 
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one Oklahoma dealer alone mailed 24 
million cigarettes into Texas in a 14 
month period.” 

The first step in closing this loophole 
was reciprocal reporting between tax 
states, but as noted above, this served 
only to drive mail-order firms to non- 
tax states. There was a feeble attempt 
to have shipment of cigarettes by mail 
prohibited, as had been done with alco- 
holic beverages, but it failed. Im 1937 
the Georgia Collector persuaded postal 
officials to furnish information about 
addressees of cigarettes, but after a few 
days, they were instructed by Washing- 
ton to cease the practice. 

Meanwhile, pressure on state officials 
increased from wholesalers who were 
suffering from the competition of mail 
order firms. The Georgia Revenue 
Commissioner appealed to the Post- 
master General for assistance and, hav- 
ing failed to obtain it, then wrote to 
President Roosevelt."* The President 
replied: 


. . the principle involved . . . is so fun- 
damental and far-reaching as to constrain 
me to advise you that without legislative 
sanction I would not feel justified in direct- 
ing a departure from the long standing 
guiding principle and practice. However, 
the matter is of such evident importance to 
the several states that I would not be op- 
posed to federal legislation so restricted as 
not to open the doors to abuse, but broad 
enough to accomplish your purpose. 


The Tarver Bill. Encouraged by this 
attitude, Congressman Tarver of Geor- 
gia introduced a bill in 1937 authoriz- 
ing the Postmaster General to permit 


12 Tobacco Tax Evasion Through Interstate Parcel 
Post Shipments, F. T. A. Research Report No. 6, 
March, 1939. 


13 The complete correspondence is in Proceedings, 
1937. 
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postmasters to furnish state officers the 
names and addresses appearing upon 
parcels containing taxable merchandise. 
Although the bill had originally been 
drafted by the Solicitor of the Post Of- 
fice Department, officials of the Depart- 
ment appeared before the Committee on 
the Post Office and Post Roads and ob- 
jected to it, principally on the ground 
that it would place additional heavy 
duties on the Department and cause ad- 
ditional expense, and the bill was tabled. 
A substitute measure was then pre- 
sented by Congressman Haines of 
Pennsylvania, which provided that par- 
cel post packages containing cigarettes 
should be labeled with the word “ ciga- 
rettes ” and the name and address of the 
sender, but it suffered the same fate. 
Dissatisfied with this result, another 
bill was drawn and presented by Con- 
gressman Tarver in the succeeding Con- 
gress. The revised measure was con- 
siderably more general, merely authoriz- 
ing the Postmaster General to permit 
postal inspectors to “furnish to State 
officers such assistance to prevent viola- 
tion of revenue laws of the several 
States, under such regulations as he may 
deem advisable.” Public hearings were 
held,’* and tax officials. and congress- 
men from tax states testified in support 
of the bill, citing the losses in revenues 
to their respective states. Apparently 
convinced that post office opposition 
would kill it, no tobacco mail-order 
firms appeared, but representatives of 
Sears, Roebuck and Company and the 
National Council of Business Mail Users 
testified in opposition, fearing that the 
bill was general enough in scope to ap- 


14U. §. House of Representatives, Committee on 
Ways and Means, Hearings on H. R. 3835, 76th 
Cong., Ist Sess. These hearings are interesting for 
the description of techniques used by mail-order 
firms. 
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ply to products other than tobacco, or 
would at least establish an undesirable 
precedent which could lead to the plac- 
ing upon the federal government of the 
task of policing, and possibly collecting, 
general sales taxes. The Post Office De- 
partment also opposed the bill on the 
same grounds as before, and the bill was 
defeated in committee. 

This ended attempts to enlist co- 
operation from the Post Office Depart- 
ment in apprehending evaders, but state 
administrators continued to toy with 
the idea of obtaining some form of fed- 
eral cooperation. It was suggested that 
individuals shipping tax-free cigarettes 
into states having a use tax might be 
charged with using the mails to de- 
fraud, but legal authorities denied that 
that could be done.’® The prohibition 
of shipments except in common carriers 
was again considered on the basis of 
public health and through use of the 
police power. But nothing further was 
done until after World War II. 

During the war the cigarette shortage 
and tax-free sales to military personnel 
pushed the parcel post problem into the 
background, but the large number of 
states adopting cigarette taxes or in- 
creasing existing rates after the war 
provided the impetus for a rapid expan- 
sion in the number of mail-order firms. 
As rates increased, the incentive to eva- 
sion was enhanced, and at the same 
time, the revenue loss occasioned by 
each evasion was magnified, so that state 
officials viewed the problem wtih re- 
newed concern.'® Consumers were de- 


15 Actually, three defendants were convicted in 
Louisiana in 1949 of using the mails to defraud in a 
case which was widely regarded as a test case. How- 
ever, the cigarettes were not being shipped to con- 
sumers, but were being resold, and the case also in- 


volved use of a false name and counterfeiting. 


16 Oklahoma estimated her annual loss at $3 mil- 
lion, and a New York official stated that 10 per cent 
(see next page) 
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luged with circulars and postal cards 
from mail-order firms advertising ciga- 
rettes at prices as low as 14 cents per 
pack, when federal and state taxes alone 
amounted to this sum in some states. 
Emboldened by the defeats of the 
Tarver Bills, many of these advertise- 
ments included such statements as: 


Our best reference is the fact that we are 
conducting our business through the United 
States mails, therefore it is strictly legal, 
and you are assured the privacy of the 
United States Mails. 


In an effort to stem the tide, some states 
prohibited the acceptance of advertise- 
ments of these firms by newspapers 
published in the state, but direct-mail 
and magazine advertisements, as well as 
newspapers published outside the state, 
nullified the effect of these measures. 
Thus the states turned again to the fed- 
eral government for aid. 


The Jenkins Act and Recent 
Developments 


The Jenkins Act. In 1947 several 
bills were introduced before Congress 
with the same general purpose—that of 
requiring interstate shippers of tobacco 
to open their records to state tax col- 
lectors. The bill submitted by Repre- 
sentative Jenkins of Ohio was the first 
to be considered in committee, and the 
others were replaced by it. This bill 
provided that: 


Any person selling or disposing of tobacco 
products in interstate commerce whereby 


of the state’s cigarette revenue was lost in this way. 
Representative Sabath estimated that total losses in 
1948 were $30 million, while Representative Rogers 
rather imaginatively put total evasion at $750 mil- 
lion, a figure almost three times total state collections 
in 1947. U. §. House of Representatives, Committee 
on Ways and Means, Hearings on H. R. 3345, 80th 
Cong., 2nd Sess., pp. 20, 69; Congressional Record, 
Vol. 94, p. 6888. 
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such products are shipped to other than a 
distributor licensed by or located in a State 
taxing the sale or use of tobacco products 
shall, not later than the 10th day of each 
month, forward to the tobacco-tax adminis- 
trator of the State into which such ship- 
ment is made a memorandum or a copy of 
the invoice covering each and every such 
shipment of tobacco products made during 
the previous calendar month into said State, 
[including] the name and address of the 
person to whom the shipment was made... .17 


Hearings were held on the bill, and this 
time no federal agency objected. The 
array of witnesses in behalf of the meas- 
ure was imposing. Thirty-five state 
governors or tax commissioners testified 
or sent statements, as did many con- 
gressmen and officials of the National 
Tobacco Tax Association. Only one 
representative of cigarette mail-order 
firms appeared in opposition, the hear- 
ings having been rather quietly con- 
vened. With this background the 
Ways and Means Committee submitted 
a favorable report and the House passed 
the bill, after spirited opposition from 
congressmen from nontax states. How- 
ever, it was never reported out of the 
Senate Finance Committee, due princi- 
pally to the death of the father of Sen- 
ator George, the chairman. 

The Jenkins Bill was resubmitted in 
the 8ist Congress, and new hearings 
were held. A similar group of propo- 
nents testified in its behalf, but in the 
interim mail-order firms had organized 
the Consumers’ Mail Order Association 
of America and employed ex-Attorney 
General Thurman Arnold as counsel, 
who presented a lengthy brief in op- 
position. Again it was approved by the 

17 Gifts were later excluded and, at the insistence 


of a Florida congressman, the bill was changed to ap- 
ply to cigarettes only. 
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Committee and this time passed by both 
houses of Congress."® 

Immediately following its passage, 
several suits were filed to enjoin en- 
forcement of the act on grounds of un- 
constitutionality; but a United States 
District Court upheld it, and the Su- 
preme Court in February, 1951, in a 
per curiam order, affirmed the judg- 
ment.'® With a few exceptions, the 
Supreme Court decision resulted in the 
almost immediate suspension of opera- 
tion by the mail-order firms, although 
before the decision there had been some 
attempts to circumvent the act by set- 
ting up buying agencies, “ consumer co- 
operative clubs,” etc. It is interesting 
that in the only prosecutions for viola- 
tion of the act to date, the cases were 
dismissed for lack of venue.”° 

Several states reported immediate in- 
creases in tax revenue following passage 
of the act, but in no state where the 
rate remained unchanged did revenue 
increase by the amount the state had 
previously estimated that it was losing 
through mail-order violations. Iowa, 
for example, which estimated a loss of 
$1 million, had a revenue increase of 
$150,000 between 1949 and 1951. A 


18In view of the heavy pressures on Congress 
from governors and officials of the 38 states then 
taxing tobacco, there was never any doubt that the 
measure would pass. In the only record vote con- 
cerning it, the vote was 323 to 24 in favor, with 
only two representatives from tobacco-taxing states 
opposing it. This vote, however, concerned only a 
resolution to consider the bill and may not indicate 
the true strength of the opposition. 


19 Consumers’ Mail Order Assoc. of Amer. et al v. 
McGrath, 94 F. Supp. 705, Affirmed 340 U. S. 925. 


20 The cases were filed in the states in which the 
cigarettes were received, while the courts ruled that 
the shipper violated the act, not the recipient. Cf. 
Tobacco, January 31, 1953, p. 3; Business Week, 
February 28, 1953, p. 42. The Supreme Court has 
just heard an appeal from this decision but has not 
handed down a decision. 
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better indication of the effect of the act 
is the increase in per capita taxpaid con- 
sumption in taxing states. This figure 
increased 81% per cent between 1949 
and 1951—a substantial gain. How- 
ever, at the same time the national aver- 
age increased over § per cent, so that 
state-taxpaid consumption increased 
only about 3 per cent more than the 
normal growth in consumption after 
the Jenkins Act, despite the fact that 
state officials had previously estimated a 
loss to the states of from 10 to 15 per 
cent of tobacco tax revenues due to 
mail-order purchasing. 

Even ignoring the question of the de- 
sirability of a state tobacco tax, an at- 
tempt to evaluate the merits and de- 
merits of the Jenkins Act still involves 
several conflicting considerations. Bene- 
ficiaries of the measure were the treas- 
uries of the tobacco-taxing states, while 
the mail-order houses and their cus- 
tomers suffered. Perhaps the detrimen- 
tal effect on the purchasers of mail-order 
cigarettes can be discounted, since in 
most cases they were breaking the law 
in those states having a use tax, al- 
though often unwittingly. The dam- 
age done to the mail-order firms by the 
act included not only the virtual aboli- 
tion of the possibility of any future 
sales, but also the destruction of any 
property values resulting from past ex- 
penditures on advertising, compilation 
of customers lists, etc. Thus any judg- 
ment concerning the act must be colored 
by one’s attitude toward these firms. 
During committee hearings, state tax 
officers continually referred to them as 
“ racketeers ” and “ bootleggers,” while 
opponents of the act emphasized that 
the tax-free sales of cigarettes in inter- 
state commerce is strictly legal. Ad- 
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mittedly any tax evasion was done by 
the consumer who received the ciga- 
rettes, but it is impossible to ignore the 
fact that the seller was a knowing part- 
ner in the evasion. Advertisements 
were often so worded as to convince the 
consumer that he was breaking no law, 
but many contained such veiled state- 
ments as, “ We do not submit any rec- 
ord of your purchase in lieu of inter- 
state tax exemptions. Your business 
with us is confidential.” Hence the act 
might be approved as a useful weapon 
against an illicit evasion of taxes, 
harmful both to state revenues and to 
legitimate firms. To this could be ad- 
ded the harmful effect on public atti- 
tudes caused by frequent evasion, men- 
‘tioned above in connection with the use 
tax. 

The more nebulous questions, how- 
ever, of federal-state relationships and 
the precedent created by a federal act 
designed to enforce a state tax are also 
involved. The Department of Justice 
pointed out the potentialities of such a 
precedent, and this was the central 
theme of the measure’s opponents in the 
Congressional debates. It is true that 
the act imposes a burden on citizens of 
one state (that of recording and report- 
ing cigarette sales) as the result of a tax 
law of another state, and it is conceiva- 
ble that the act might be extended to 
cover “all merchandise” shipped to 
consumers in states having a general use 
tax. Whether Congress would ever ex- 
tend the act to any tax not levied in a 
substantial majority of the states is an- 
other question.** Such an extension of 


21 Sears and most other large mail-order firms al- 
ready collect the tax on goods shipped into some use 
tax states. It should be noted also that Congress had 
enacted legislation to aid the enforcement of state 
laws long before the Jenkins Act. The Webb- 
Kenyon Act of 1913 prohibited transportation of 
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the act would obviously reduce the ef- 
fectiveness of the free interstate market 
which the commerce clause was de- 
signed to create, but this is more an 
argument against the use tax than 
against a measure enacted to enforce it. 

The weight to be given such consid- 
erations depends upon the strength of 
one’s opposition to federal interference 
in state problems. Even the most ar- 
dent states’-rightists, however, sup- 
ported the act before Congress, on the 
ground that the increased tax revenues 
resulting from it would diminish the 
dependency of their states upon federal 
largess. 

Evasion since 1950. Although the 
Jenkins Act partially closed one loop- 
hole in state tobacco taxation, evasion 
still exists on an appreciable scale. As 
was predicted by mail-order firms dur- 
ing hearings on the Jenkins Bill, its pas- 


sage resulted in a rapid increase in the 
smuggling of cigarettes into taxing 
states from adjacent tax free states, 
with Maryland being the operating base 


for the most flagrant violators. In an 
effort to halt this traffic, the National 
Tobacco Tax Association approached 
the larger cigarette manufacturers and 
requested that they stop selling to job- 
bers known to be supplying bootleggers. 
The manufacturers were reluctant to do 
so for fear of antitrust prosecution, 
and a conference with the Federal 
Trade Commission indicated that simul- 
taneous cessation of supply to a jobber 
by all manufacturers would undoubt- 
edly lead to the filing of a complaint 
before the Commission. 


liquor into any dry state, and the Hawes-Cooper Act 
of 1929 provided that convict-made goods should be 
subject to the operation of state laws as if produced 
within’ the state. Both of these acts, however, in- 
volved questions of social policy and were not simple 
tax measures. See Jane Clark, The Rise of a New 
Federalism (New York, 1938). 
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However, the Department of Justice 
has indicated that a jobber selling to a 
bootlegger is probably violating the 
Jenkins Act, and if this fact were con- 
firmed by the courts, it might be pos- 
sible to implicate a manufacturer who 
sold cigarettes to such a supplier, in 
which case the manufacturer could 
legally refuse to continue supplying the 
offending vendor. Hence the National 
Tobacco Tax Association has gathered 
evidence against a Maryland vendor 
who sells only to bootleggers and pre- 
sented it to the United States District 
Attorney in order to prepare a test 
case. If the outcome of this pending 
case is successful, the most important 
problem of evasion now confronting 
the tax states may be appreciably di- 
minished. 

Meanwhile, some states have com- 
bined operations to combat smuggling. 
Pennsylvania, New York, Massachusetts, 
and New Jersey have organized a joint 
team of tax agents to maintain surveil- 
lance over suspected cigarette suppliers 
in Maryland. The license numbers of 
all vehicles seen ‘oading cigarettes are 
noted and telephoned to state author- 
ities, who attempt to apprehend them 
after they have entered the state.” 
However, there is still some doubt as to 
the legality of such actions.”* If tax 


22 A recent incident resulting from this involved 
the seizure of cigarettes valued at $36,000 in New 
Jersey. One official, however, has stated that the ap- 
prehension of these smugglers is made more difficult 
by the fact that Massachusetts uses no stamps, since 
anyone stopped may claim that he is proceeding to 
Massachusetts. Proceedings, 1951, pp. 31, 33. To 
prevent this, New York has recently enacted legisla- 
tion requiring that unstamped cigarettes in transit be 
accompanied by an invoice listing the consignor and 
consignee. New Jersey law provides that the absence 
of such an invoice makes the transporter a dealer. 


23 See the excellent note, “Enforcing State Con- 
sumption Taxes on Out-of-State Purchases,” Harvard 
Law Review, December, 1951, pp. 301-309, which 
points out that use taxes have so far been upheld 
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liability can constitutionally be applied 
only when the evader has completed his 
journey, detection would seem almost 
hopeless.** If, however, liability can be 
established immediately after entry into 


the state, the problem would be simpli- 
fied.?° 


There are other problems of evasion 
than smuggling. Counterfeiting of 
meter impressions is still not uncom- 
mon, and there is evidence of diversion 
of tax-free cigarettes from coast-wise 
vessels and military installations. The 
extent to which state taxes are evaded 
is suggested by the fact that in 1951 the 
taxpaid per capita consumption of ciga- 
rettes in the 33 states which segregate 
their tobacco tax yields by products was 
2,328 cigarettes, compared with a na- 
tional average of 2,600.7° This would 


only when the liability for tax arose after the goods 
had completed their interstate journey and “ come to 
rest” in the taxing state. In a recent case in Michi- 
gan, a suspected smuggler avoided arrest by claiming 
that he was enroute to a destination, where he in- 
tended to pay the tax. Tobacco, January 10, 1953, 
p. 5. Cf. also, “ Authority of Highway Patrol to 
Stop and Search Motor Vehicles Without Warrant,” 
Journal of Criminal Law and Criminology, 1947, 
p. 239. 


24A Georgia statute requiring payment of the 
cigarette use tax within an hour after entry into the 
state has been upheld by a state court, even though 
no opportunity was afforded the consumer to pur- 
chase the necessary stamps. Head v. Cigarette Sales 
Co., 188 Ga. 452, 4 S.E. 2d 203 (1939). This de- 
cision would seem to limit interstate transportation 
to licensed dealers. 


25 Such liability might be established by establish- 
ing offices at border ports-of-entry for voluntary 
payment of the tax, so that possession of untaxed 
cigarettes after passing these points would be evi- 
dence of intent to evade. But there still would re- 
main the constitutional problem of persons “ passing 
through” the state. Cf. Harvard Law Review, op. 
cit. 

26 The efficiency of state collectors can be seen in 
the fact that this gap has steadily diminished. In 
1932 the state taxpaid consumption was less than 
one-half the national average. Much of this im- 
provement, however, can be attributed to the grow- 

(see next page) 
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indicate that approximately 8 per cent 
of state cigarette taxes are evaded—a 
loss of about $30 million in 1951.77 

In the campaign against evasion, state 
tax officials have been given more and 
more legal power. In virtually all 
states they may revoke licenses and con- 
fiscate cigarettes, and in many states 
they have police powers and may make 
arrests. In some states they may search 
without warrant any vehicle or place of 
business suspected of containing un- 
taxed cigarettes, and often such vehicles 
may be confiscated. Probably more ef- 
fective than any other device, however, 
has been information received from 
dealers. In a surprisingly large per- 


centage of the cases of evasion uncov- 
ered (other than consumer mail-order 
purchases) , the discovery was due to in- 
formation received from a competing 
retailer who was being undersold by an 


outlet vending untaxed tobacco. 

Fair trade and unfair sales. Another 
device which has as a partial objective 
the elimination of evasion has received 
considerable attention since World War 
II. This is the adoption of legislation 
requiring that cigarettes be sold at or 
above a certain price. The so-called 
fair trade acts are found in general 
form in virtually all states, but they 
have rarely been applied to cigarettes. 


ing number of states with cigarette taxes, thus de- 
creasing the potential sources of tax-free cigarettes. 
For example, when New Jersey levied the tax in 
1948, her neighboring states experienced an immedi- 
ate increase in revenues. New York Times, February 


5, 1948, p. 25. 


27 This assumes, of course, that the actual con- 
sumption in tax states is not diminished appreciably 
by the existence of the tax, and that these 33 states 
do not differ from the national pattern in respect to 
the tobacco habits of their citizens. It does not in- 
clude the loss from evasion of taxes on products 
other than cigarettes, about which no estimate can 
In general, the states have done little to 
In some states, for example, no stamps are 


be made. 
stop this. 
required on these products. 
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In recent years, however, several states 
have adopted new laws which apply 
specifically to cigarettes, and their ad- 
ministration has been delegated to the 
state tobacco tax administrator, who is 
empowered to establish both wholesale 
and retail minimum prices. In this re- 
spect these laws differ from the usual 
“fair trade” statutes which allow the 
manufacturer to set the price, and they 
are often referred to as “ unfair sales ” 
acts to distinguish the two. 
Massachusetts took the lead in this 
type of legislation and has been fol- 
lowed by over a dozen states. In gen- 
eral, officials of these states feel that the 
unfair sales statutes tend to promote 
stable conditions in the trade and elimi- 
nation of price cutting—a condition 
which diminishes the danger of dealers 
importing tax-free cigarettes in order 
to cut prices, since such price reduc- 
tions would immediately attract atten- 
tion and result in inquiries into the 
source of the cigarettes. However, 
cigarette distributors have been more 
aggressive in securing the passage of 
such legislation than tax officials. A di- 
rector of the National Association of 
Tobacco Distributors has stated: 


The large sums of money that accrue to a 
state from cigarette taxes should and must 
have the protection afforded by this type of 
law. If cigarettes are used as “ loss leaders ” 
and, as a result, fall into a state of disrepute 
among the merchants selling them, it seems 
obvious that there will be a drop in sales 
with a consequent loss in taxes to the state. 
This revenue must be protected.** 


This conclusion may not be quite so 
“ obvious ” to adherents of classical eco- 
nomic theory, which teaches that lower 
prices would result in increased sales 
and thus increased tax revenue. How- 


28 Proceedings, 1947, p. 11. 
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ever, it is not the purpose to engage here 
in what is, after all, another aspect of 
the familiar debate over fair trade laws 
in general. The statement of Gov- 
ernor Adlai Stevenson, when he vetoed 
an unfair cigarette sales act passed by 
the Illinois legislature, should suffice to 
represent the opposing view: 


Price fixing for the benefit of limited 
business interests without compensating 
benefit to the consuming public who pay 
the price is, in my opinion, objectionable . . . 
I see no such relationship in this bill. . . . If 
we depart from the long established policy 
of this State against price fixing and pro- 
hibit competition when some group deems 
it ruinous where do we stop? *° 


It seems a fair conclusion that these 
laws, whatever their advantage to dis- 
tributors, have been of slight benefit to 
tax officials.*° There is no evidence that 


collections have increased in any state as 
a result of their passage, and there has 
been the additional burden of enforcing 


the law.* The argument that dealers 
are less prone to evasion of tax laws by 
selling untaxed cigarettes when there is 
an unfair sales act is difficult to evalu- 
ate. If true, it means that the states, 
despite the Jenkins Act, interstate-co- 
operation, increased police powers, etc., 
are still unable to enforce the law and 
must depend on dealer cooperation, in 
which case the unfair sales act amounts 
to the same sort of “implied bribe ” as 
the tax discounts given to wholesalers. 


29 Ibid., 1949, p. 10. 


30 Apparently some officials have become disen- 
chanted with the measure, for at least three states are 
currently reported as considering its abandonment. 
Tobacco, January 22, 1953, p. 3. Cf., 
ibid., March $, 1953, p. 3. 


however, 


31 Actually, most states report fairly good compli- 
ance, without much effort at enforcement. Enforce- 
ment of Cigarette Fair Trade Laws, F. T. A. Re- 
search Memo. 291, June, 1950. However, there has 
been protracted litigation in some states. 
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Actually, although there have been 
numerous violations of these acts and a 
few prosecutions, in no case has the vio- 
lation been reported as connected with 
tax evasion. Commissioner Long of 
Massachusetts contends that more ciga- 
rettes are sold with an unfair sales act 
because it enables small retailers to com- 
pete with chains and thus increases the 
number of outlets, which increases 
sales. This, too, is debatable. 

Although unfair sales acts may not 
have been responsible for persuading 
dealers to refrain from tax evasion, they 
do help to explain the comparative ab- 
sence of dealer opposition to cigarette 
taxes in many states. This is most ob- 
vious in the case of New Jersey, where 
distributors, who had bitterly fought 
previous attempts to levy a cigarette 
tax, consented to one in 1948, in return 
for the obvious benefits of a minimum 
price law enacted in conjunction with 
the tax.*” In fact, these acts, combined 
with stamp discounts and the elimina- 
tion of competition from extrastate 
vendors due to the Jenkins Act, have 
served to create a community of inter- 
est among distributors and tax officials 
and have increased the profit margins 
of many distributors in what has always 
been a low-margin trade, while tax 
rates have increased at the same time.** 
The losers have been the consumer and 
the chain stores and other outlets which 
have traditionally sold cigarettes at cut- 


rates. 

32 Proceedings, 1949, p. $. The unfair sales act 
passed by a considerably greater majority than the 
tax. 


33 Occasionally this has created an anomalous situ- 
ation in which dealers have welcomed a tax increase 
because it meant increased profit rates due to greater 
discounts on tax stamps and/or the same percentage 
markup on a higher base cost. An example of the 
latter was afforded by the one cent increase in fed- 
eral taxes in 1951. Some states asked O. P. S. per- 
mission to increase the minimum price by two cents, 
to allow the usual markup on the new increased cost. 
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It should be noted that in several 
states court decisions have limited the 
power of the tax administrator to set 
cigarette prices absolutely.** Many acts 
provide that dealers shall apply arbi- 
trary markups to their invoice costs, 
common figures being 6 per cent for re- 
tailers and 2 per cent for wholesalers; 
but courts in Ohio, Massachusetts, and 
New Hampshire have ruled that dealers 
may sell at any price which covers their 
total costs. 

Direct shipment by manufacturers. 
Following the passage of the Jenkins 
Act, several manufacturers who made 
cigarettes to special order or who dealt 
in special brands proposed a_ plan 
whereby they might continue to ship 
directly to consumers and file a monthly 
statement with each state giving total 
shipments and enclosing the tax due. 
In a 23 state survey, 13 states reported 
the plan as unacceptable,®* usually on 
the grounds that it was unlawful for a 
consumer to have in his possession un- 
stamped cigarettes. 

This exemplifies a problem which em- 
braces several other situations in which 
unstamped cigarettes might legitimately 
appear within a state. In several states, 
including some which objected to the 
above plan, large manufacturers are 
permitted to send their stockholders 
gift cartons of unstamped cigarettes, 
provided the manufacturer pays the 

34 Cigarette Fair Trade 


ments, F. T. A. Research 
1949, 


35 F, T. A. Research Memo. 287. 


Acts—Recent Develop- 
Memo. 275, February, 
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tax, and railroads are often allowed to 
sell unstamped cigarettes en route 
through a state, for which they submit 
tax payments periodically; but in other 
states neither of these concessions are 
made. Manufacturers have also com- 
plained continually about those states 
which require stamps on sample pack- 
ages containing three to five cigarettes. 
Only six states exempt sample cigarettes 
from tax; and of the remainder, only 
12 permit the manufacturer to pay the 
tax on an invoice basis without stamp- 
ing. All of these situations are aggra- 
vated by requirements in some states 
that all cigarettes must be channeled 
through licensed dealers for stamping. 


Recognizing that each state has its 
own enforcement problems and _ that 
they may be complicated by the pres- 
ence of unstamped cigarettes, it still 
seems possible that regulations could 
be established whereby manufacturers 
could ship unstamped gift and sample 
cigarettes into a state on an invoice basis 
and submit periodic tax payments to 
the state. This is especially true in the 
case of sample packages, the distinct size 
of which obviates any chance of tax 
evasion through confusion with un- 
taxed cigarettes.*° The National To- 
bacco Tax Association has recently 
formed a Committee on Uniform 
Treatment of Manufacturers to explore 
possibilities in this direction. 


36 In fact, a case can be made for the contention 
that state cigarette taxes are basically consumer levies 
and thus should not apply to samples, where the bur- 
den falls on the manufacturer. 





REVENUE IMPLICATIONS OF UNITED STATES 
INCOME TAX TREATIES 


JOSEPH N. FROOMKIN AND IRA T. WENDER * 


HE United States has concluded in- 

come tax treaties with most of the 
countries of western Europe, Australia, 
Canada, Japan, New Zealand, and the 
Union of South Africa. While negotia- 
tions have been conducted with a num- 
ber of underdeveloped countries, no 
treaties have been signed. It is the 
contention of this article that a major 
feature of the income tax treaty pro- 
gram of the United States is to provide 
a method of allocating tax revenue be- 
tween the United States and foreign 
countries, although their purpose is to 
alleviate double taxation. It is further 
contended that unless this revenue fea- 
ture of the treaties is changed, there is 
little possibility for the extension of tax 
treaties to underdeveloped countries. 

Income is subject to double taxation 
when two governments impose an in- 
come tax on the same item of income. 
For example, if a citizen of the United 
States receives interest on a Canadian 
bond, both Canada and the United 
States will levy a tax on that income. 
In the absence of a treaty, the United 
States provides unilateral relief from 
double taxation by the foreign tax 
credit. The individual in the above ex- 
ample is allowed under United States 
law to credit the Canadian tax by de- 
ducting it from the United States tax 
to the extent of the United States tax 
liability on that income. The effect of 
the credit system is, therefore, to set the 


* Joseph N. Froomkin is research economist of the 
Harvard Law School International Program in Taxa- 
tion and Ira T. Wender is assistant director of the 
program. 


tax burden on foreign income of a 
United States citizen or corporation at 
the higher of the United States or for- 
eign tax rate. It is within this frame- 
work that the effects of the tax treaty 
program must be examined. 

The major fiscal result of the treaties 
is the reduction or elimination of taxes 
in the source country on income paid to 
citizens and corporations of the other 
treaty country. In addition, they elimi- 
nate inequities and establish the ma- 
chinery for fiscal cooperation between 
the two countries.’ In none of the 


treaties does the United States exempt 


or reduce the tax upon income earned 
by its citizens or corporations in a for- 
eign country, except in certain cases by 
increasing the type of taxes for which 
credit is allowed. To understand the 
impact of these provisions, it is neces- 
sary to examine the pattern of invest- 
ment by the United States and the 
treaty countries. 


Most of the treaties are with countries 
of western Europe. Nationals of west- 
ern Europe own, in this country, assets 
estimated at $10.5 billion, of which $6.1 
billion are in the form of long-term in- 
vestments. (See Table 1.) The bal- 
ance consists mainly of secondary re- 
serves and currency stabilization funds 
of these countries. The long-term in- 
vestment is almost evenly divided be- 


1 The treaties have a number of important aspects 
which have proved beneficial to international trade 
and investment and which have regularized the im- 
position of taxes on income derived in the United 
States and in the treaty countries. These aspects of 
the treaty program are beyond the scope of this note. 
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tween direct and portfolio investment, 
with the latter accounting for about 
$2.8 billion. The total income on pri- 
vate investment of western European 
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vately. Long-term investment is $3.6 
billion, of which portfolio investment is 
only $0.5 billion and direct investment 
is $2.1 billion. Receipts by the United 


TABLE 1 
EstiMAtTep INVESTMENT BY ForEIGN INTERESTS IN THE UNITED STATES AND 
Unirep States INvestMENT ABroabD, JANUARY 1, 1953 


(In billions of U ited States dollars) 


Western 
Europe 
Depend- 


Western 
Total Europe 


encies 


Europe 


Sate, 
national 
Organi- 
zations 


Latin 
merica 


Other 
Canada A 


Investment by Foreigners in United States 


(| ere $23.1 $ 4 
Private P 9.0 3 
Long term 6 6.1 2 
Direct ; 24 * 
Corporate 
stock 2.5 
Corporate 
bonds 
Other d $ 
Short term 4 2. 
United States 
government .... 63 1! 
Long term 1.0 : 
Short term .... 53 1. 


$10.5 


$ 2 $3.6 $2.9 4 $2, 


2 24 26 
1 18 10 
. 10 2 


* a 


* 


J 
A 


* 1. 
* 


° 10 


Foreign Investment of the United States 


WOE Gitsvsestecwueee $12.7 $ 5 


Private 3 4.1 4 
Long term ; 3.6 A 
Direct 2.1 A 
Foreign 
ee 
Other 
securities 
Other 
Short term .... 
United States 
government .... 
Long term 
Short term 


* Less than $500,000. 


$8.4 
3 84 
2 8.2 
0 47 


$ 8 


14 


19 
2 
2 


* 
* 
* 


Source: Estimate by Samuel Pizer, Chief International Investment Section, Balance of Payments 
Division, Office of Business Economics, based upon Balance of Payments of the United. 
States, 1949-61 (Washington: U. S. Department of Commerce, 1952), and the Survey of 
Current Business, December, 1952 and June, 1953; Encyclopedia Brittannica Book of the 


Year, (Chicago, 1954), pp. 288-289. 


countries in the United States amounted 
in 1953 to $242 million. (See Table 2.) 

Total United States investment in 
western Europe is $12.7 billion. Of this 
amount only $4.1 billion is held pri- 


States on private investment amounted 
to $182 million in 1953. 

Over-all nongovernmental investment 
by the countries of western Europe in 
the United States consequently exceeds 
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United States investment in those coun- 
tries. While the amount of direct in- 
vestment is of the same order, portfolio 
investment by western Europe in the 
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vestor, treaties reduce the foreign tax 
burden without necessitating the pay- 
ment of taxes to this country.” At the 
same time, the United States govern- 


TABLE 2 
Unitep States INcoMe FROM ForeEIGN INVESTMENT (+) AND INCOME OF 
ForeEIGN INVESTORS FROM THE UNITED States (—), By AREA, 1953 


(In millions of United States dollars) 


Western 
Western Europe 


ti 7 
Total Europe 


encies 


Private 


U. S. Income ee 
Foreign 
Income 


Balance 


Government 


U. S. Income .. 
Foreign 
Income 
164 - | 


+ 1451 +110 


Balance ........ 


Total Balance .... 


* Less than $500,000. 


Depend- Europe 


Inter- 
national 
Organi- 
zations 


Other All 


Others 


Latin 


Canada : 
America 


-4 - 1s - 
-4 ~ } + Il 
-4 + 196 + 633 + 403 


Source: U. S. Department of Commerce, Survey of Current Business, March, 1954, p. 23. 


United States is $4.4 billion more than 
the same type of investment by the 
United States in western Europe. This 
has important revenue consequences to 
the governments concerned. 

In nearly all the treaty countries tax 
rates are approximately at the same level 
as the United States. Furthermore, ad- 
ditional taxes are imposed on income 
payments to nonresidents. Tax treaties 
provide for the reduction or elimination 
of these additional taxes on remittances 
to nonresidents. After the elimination 
of these additional taxes, the taxes im- 
posed are generally no lower than those 
in the United States. As a consequence 
no United States tax is usually paid on 
income from direct investment in the 
treaty countries. Thus from the stand- 
point of the United States direct. in- 


ment revenue is not increased by this 
remission of taxes by treaty countries, 
because the rates there are generally 
high enough to offset entirely the 
United States tax on the direct invest- 
ment income. 

Foreign portfolio investment in the 
United States is affected differently by 
the treaties. The United States would 
ordinarily impose a tax of at least 30 
per cent on a nonresident’s portfolio in- 
come. Tax treaties reduce the rate to 
15 per cent or less. Generally, a non- 
resident’s portfolio income will be taxa- 
ble in the country of residence. There- 
fore, a treaty increases the tax revenue 
of the foreign country on the income 


2 The benefits to direct foreign investment in the 
United States from the tax treaties will depend upon 
the form of organization here and the tax system of 
the home country. 
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from portfolio investment in the United 
States. This gain may offset the loss of 
revenue from reduction of taxes on in- 
come from United States direct invest- 
ment in the foreign country. 

Because of the high level of taxes in 
the treaty countries and of the opera- 
tion of the foreign tax credit, income 
from United States direct investment in 
treaty countries would not ordinarily 
pay any tax in the absence of treaties 
with these countries. Substantially the 
same situation prevails under the treaties. 
While income from direct investment 
will usually not incur any United States 
tax, income from portfolio investment, 
with or without a tax treaty, is usually 
taxed by both the United States and the 
treaty countries. The tendency of the 


treaty program is to increase the net re- 
turn on United States direct investment 
in treaty countries by a reduction of the 


tax burden at the source. The United 
States, in turn, foregoes revenue on in- 
come from investments of foreigners 
here in exchange for the benefits accru- 
ing to United States direct investment. 
From a fiscal standpoint, the tax treaties 
serve to allocate revenue between the 
United States and the treaty country. 
The effect of the treaties on foreign 
portfolio investment in the United 
States depends upon whether a foreign 
tax credit system is in force in the 
treaty country. If it is, the total tax 
burden will usually be unaffected. 
However, in the absence of a credit sys- 
tem the impact of double taxation will 
be reduced either by incorporation of a 
credit system in the treaty or by a re- 
duction of United States taxes, if there 
are no credit provisions in the treaty. 
Hence, double taxation of income is not 
eliminated on foreign portfolio invest- 
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ment, although its effects are sometimes 
mitigated. 

To make it attractive for foreign 
countries to remit taxes on United 
States direct investment, these countries 
must have sizable investments in the 
United States so that the revenue loss 
may be offset by an increase in taxes on 
income originating in the United States. 
This is the case with respect to western 
European countries. To appraise, the 
possibility of extending the treaty pro- 
gram to underdeveloped countries, an 
examination of the income flowing be- 
tween the United States and these coun- 
tries is required. 

In the relatively underdeveloped parts 
of the world, the income flowing from 
the United States is insignificant com- 
pared to the inflow of funds to the 
United States. In 1953, Latin Ameri- 
can receipts from investments in private 
assets in the United States were esti- 
mated at $10 million, while United 
States receipts from the same sources in 
that area totalled $626 million. This 
situation prevailed in all other areas ex- 
cept western Europe and Canada. 
United States income from private in- 
vestment was $513 million, and the in- 
come flowing from the United States 
amounted to only $10 million. 

In other parts of the world even more 
than in the treaty countries, United 
States direct investment eclipses United 
States portfolio investment. Total pri- 
vate investment of the United States in 
Latin America amounted to $6.9 billion. 
Of this amount $5.6 billion was direct 
investment and only $0.2 billion was 
portfolio investment. In contrast, 
Latin American direct investment in 
the United States amounted to $0.2 bil- 
lion, out of a total of private investment 
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of $2.6 billion.® An important com- 
ponent of the investment of underde- 
veloped countries in the United States 
are short-term assets, which are largely 
owned by governments and central 
banks in these countries and are not 
subject to United States tax in any 
event.* 

The fiscal pattern of United States in- 
come tax treaties does not fit the needs 
of underdeveloped countries. Revenue 
lost through reduction of taxes on 
United States direct investment cannot 
be recouped through increases in taxa- 


3 The total breakdown of investment by area is 
in Table 1. 


4 The importance of these holdings is illustrated 
in the following table. 


United States Short Term Liabilities to 
Foreigners 
(Millions of United States dollars, 
end of year) 
1953 1952 
By Class of Creditor 
Official 
Bank 
Others 


$5195 
1916 
1759 
By Form of Liability 


Deposit with Federal 

Reserve Bank 
Deposit with other banks .... 
Balance with brokers 
Government securities 


By Area 
Latin America 
EPU countries 
United Kingdom 
Other countries 
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tion of investment income originating 
in the United States. As long as income 
earned abroad is subject to United States 
tax and tax rates in underdeveloped 
countries are lower than those prevail- 
ing here, a reduction of foreign tax on 
dividends and other income payments 
will not increase the return on United 
States direct investment. Consequently, 
a tax treaty of the present type with an 
underdeveloped country would tend to 
increase United States tax revenue and 
would reduce the tax revenue of that 
country. This accounts for the inabil- 
ity of the United States to extend the 
treaty program to _ underdeveloped 
countries. 

The underdeveloped countries in 
negotiations with the United States have 
insisted on preferential treatment for 
incomes originating within their terri- 
tories because without such treatment 
treaties hold little advantage for them. 
Unless the United States is willing to 
change the fiscal pattern of the treaties, 
no expansion in their coverage can be 
reasonably expected. However, if the 
emphasis in tax treaties is shifted from 
tax remission by the source country to 
increasing the type of taxes which may 
be credited, to the removal of inequities 
arising from differing concepts in the 
tax systems, and to fiscal cooperation 
between these countries and the United 
States, an expansion of the treaty pro- 
gram should be possible. 





COMMON STOCK FINANCING AND TAX 
CAPITALIZATION * 


J. A. STOCKFISCH ** 


HE tax capitalization doctrine occupies 

an important place in tax literature. 
It is usually applied, however, to taxes im- 
posed on Ricardian rents or on land values 
derived from Ricardian rents. Given the 
earnings of a nonreproducible resource like 
land, or a particular plot of land, the value 
of the resource is determined by discounting 
its future earnings with a given discount 
rate. Should those earnings be reduced by a 
special tax, the value of the resource will 
fall by the same proportion that the tax re- 
duces earnings. The tax is capitalized. 
Since the supply of the resource’s services is 
fixed, the tax does not change the price of 
any consumable service or commodity which 


uses the resource’s service. The tax is 


therefore not shifted. Hence the capitaliza- 
tion of a tax and its nonshiftability are op- 


posite sides of the same coin. The tax cap- 
italization theory is the result of an asset 
valuation doctrine in a world where the 
state imposes taxes and where resources can 
obtain Ricardian rents. 

Occasionally, however, the tax capitaliza- 
tion theory is applied to more general asset 
earnings taxes. Dan Throop Smith’s “ Cor- 
porate Taxation and Common Stock Fi- 
nancing ”' provides an example of trans- 
ferring a proposition from a particular to a 
general case, without realization that such a 
transition raises unsettled questions and im- 
plications which are by no means obvious. 
The purpose of this note is to indicate some 
points at which Smith’s use and interpreta- 


* Editor’s Note: This paper criticizes a central part 
of the argument which Dr. Dan Throop Smith devel- 
oped in a recent article, ‘Corporate Taxation and 
Common Stock Financing,’’ published in this Jour- 
nal (September, 1953). Professor Smith’s answer ap- 
pears on page 186 of this issue. 

** The author is assistant professor of economics 
at the University of Wisconsin. 


1 National Tax Journal, VI 
pp. 209-225. 


(September, 1953), 


tion of the tax capitalization theory require 
modification. 


I 


In his use of the tax capitalization theory, 
Smith’s argument consists of two proposi- 
tions. The first proposition, which Profes- 
sor Smith personally doubts but which he 
uses for analytical purposes, is that a cor- 
porate income tax is not shifted to con- 
sumers or workers and that it therefore 
makes “‘ corporate net income lower than it 
otherwise would be.” * The second proposi- 
tion is that the tax causes the prices of cor- 
porate securities to fall by a proportion 
equal to the reduction of corporate earnings 
so that the “ prospective investor finds com- 
mon stock yields no less attractive than 
previously. . . .”% The tax is therefore 
fully capitalized. The full capitalization 
effect may be mitigated somewhat, however, 
by variations in dividend policies.4 But 
Smith’s main argument appears to rest on 
the view that potential common stock pur- 
chasers will be able to obtain the same yields 
after the tax as before the tax, which 
amounts to tax capitalization. 

From these propositions, interesting impli- 
cations for corporate financial policy follow. 
They are: (1) new shares of stock sold by 
existing corporations bring fewer dollars 
with which to purchase earning assets; (2) 
unless the assets purchased with newly raised 
dollars earn a higher rate of return than ex- 
isting assets, there will occur a dilution of 
per share earnings which will further de- 
press security prices; and (3) equity financ- 
ing is therefore greatly discouraged, not 
because investors shun equity claims, but 
because new stock issues are rendered very 


2 Ibid., p. 211. 
3 [bid., p. 214. 
4 Ibid., pp. 215-216. 
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unattractive from the standpoint of corpo- 
rations.” 

The application of the capitalization 
theory to taxes on the income of reproduci- 
ble assets raises two important questions. 
In the case of taxes on the income from a 
large proportion of the economy’s real as- 
sets, it is possible that taxation will lower 
the capitalization rate (Smith’s price-earn- 
ings ratio) itself. Professor Smith, how- 
ever, implicitly assumes that the capitali- 
zation rate remains unchanged with the 
imposition of the tax. Such an assumption 
amounts to a denial of the possibility that 
the value productivity of capital plays a role 
in determining the discount rate. This 
view, in turn, implies a rather extreme posi- 
tion on the theory of interest. 

Carrying the capitalization theory from 
the Ricardian rent case to more general 
taxes also reverses the meaning of tax capi- 
talization. If a quasi-general tax is capital- 
ized, tax shifting—as it is usually conceived 
—will occur. It is not correct, therefore, 
to hold that a quasi-general tax is capital- 
ized but not shifted. I shall endeavor to 
clarify these points. 


II 


In order to illustrate these points, let us 
initially assume that all income earning as- 
sets are held in the corporate form and that 
the claims against assets owned by corpora- 
tions consist exclusively of common stock. 
The valuation of both assets and claims ac- 
curately reflects the capitalized value of 
future asset earnings. The question which 
now arises is: What determines the level of 
the capitalization rate? We are immediately 
thrown into the theory of capitalization or 
interest rate determination. 

If we abstract from uncertainty and 
monetary disturbances, we may draw upon 
a productivity theory of capitalization rate 
determination. The capitalization rate is 
that rate which equates the cost of new as- 
sets constructed on the most profitable mar- 
gin of investment with the net anticipated 
earnings of those assets. Our capitalization 
rate is thus the marginal productivity of 


5 Ibid., pp. 213-214. 


investable funds or the marginal efficiency 
of capital. Given the capitalization rate, 
the value of all existing assets and claims is 
determined by discounting their future 
earnings with the rate. This is simply an- 
other way of saying that no investor with 
command over investable funds will pay 
more for an existing income stream than he 
can pay by having one constructed at the 
margin of new investment. Under these 
conditions, should a share of corporate stock 
offer the prospect of earning 10 dollars a 
year, and should the capitalization rate equal 
10 per cent, the value of the share will be 
100 dollars. Should we introduce the bor- 
rowing and lending of money, say for con- 
sumption or government loans, the explicit 
money rate of interest would also be 10 per 
cent. 

Let us now introduce a corporate income 
tax of, say, 50 per cent. By definition, 
since no corporations are financed by debt 
and since all assets are held in the corporate 
form, our tax amounts to a general net as- 
set earnings tax. It reduces the earnings of 
new as well as old assets. Before the tax, 
100 dollars invested on the margin of new 
investment could buy a 10 dollar future in- 
come stream. Imposition of the tax an- 
nounces to all investors that 100 dollars will 
now buy only a § dollar future income 
stream. The marginal rate of return over 
cost, or the capitalization rate, thus falls 
from 10 to § per cent. The earnings of ex- 
isting assets also fall 50 per cent. The lower 
earnings of existing assets and claims and 
the capitalization rate fall by equal propor- 
tions. The corporate incorne tax is not cap- 
italized; it is not shifted. Should there exist 
any outstanding debt claims, their value 
will rise. But any consumption or govern- 
ment loans undertaken after the tax will be 
made at the new lower rate. Therefore, on 
the basis of a productivity theory of cap- 
italization rate determination, a general as- 
set earnings tax is not capitalized nor is it 
shifted. The existing corporate income tax, 
however, is not a completely general tax; 
also, forces other than productivity may af- 
fect the capitalization rate. We shall con- 
sider each of these factors in turn. 





NATIONAL TAX JOURNAL 


Il 


Although the present corporate income 
tax does not directly reduce the earnings of 
all income earning assets, it indirectly re- 
duces all asset earnings and hence the rate 
of return on capital through a shifting 
process. Furthermore, the shifting process 
can operate in such a way that the tax is 
not borne by consumers, through a higher 
price level of consumer goods, or by 
workers in the form of lower wages. The 
tax need only reduce the earnings of capital 
resources generally and hence the capitaliza- 
tion rate by equal proportions. In this case 
it would not be capitalized. 

Under competitive conditions with no 
corporate income tax, the rate of return on 
capital invested in corporate and noncorpo- 
rate firms would be equal. With the im- 
position of a corporate tax, the rate of re- 
turn in the corporate sector would fall be- 
low the rate of return in the noncorporate 
sector. This divergence in rates would 
cause many firms to “ disincorporate ”, but 
such action would not eliminate the dis- 
parity; it merely reduces the tax base. Ob- 
viously, many firms remain incorporated 
due to the advantages peculiarly associated 
with the corporate device. The major ad- 
vantage associated with the corporation, of 
course, is the ability to hold large amounts 
of capital assets under a single firm. 

Thus the corporate device prevails in in- 
dustries where individual firms require large 
amounts of capital. But the disparate rates 


of return between corporate and noncorpo- 
rate sectors need not continue if a sufficient 
number of investors are indifferent as to the 
form in which their capital is held but are 
merely interested in obtaining a maximum 
money income. 


The divergent rates of re- 
turn between the corporate and noncorpo- 
rate sectors will cause many investors to in- 
vest in activities where noncorporate devices 
are relatively feasible. Less capital will be 
available in industries where the corporate 
device is virtually necessary. The realloca- 
tion of capital will lower the rate of return 
in the noncorporate sector until it equals 
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the after-tax rate of return in the corporate 
sector. Relatively less capital in the corpo- 
rate sector will cause the before-tax earn- 
ings rate in the corporate sector to rise. 
The competitive equalization process, how- 
ever, lowers the average private rate of re- 
turn on investment. The capitalization rate 
falls by the same proportion. Lower earn- 
ings of existing assets are discounted by a 
proportionately lower rate, and the tax is 
not capitalized. 

The shifting process need not affect labor 
earnings. If it is assumed that the level of 
saving is not affected by the rate of return, 
or the interest rate, the same level of in- 
vestment can continue as previously, al- 
though it will be allocated differently. The 
different allocation of capital will change 
the supply rates and relative prices of dif- 
ferent goods and services. Individuals as 
consumers will be getting fewer products 
characteristically produced by large-scale 
firms; e.g., steel and chemical products, and 
probably more housing, personal services, 
and agricultural products. The “ consumer 
welfare” may be made worse or improved. 
But the income effect of the tax need be 
borne only by property owners. 

Thus the corporate income tax, even 
though it is a partial asset earnings tax, will 
reduce the average rate of return on capital 
and hence the capitalization rate. With the 
lower capitalization rate, the value of exist- 
ing debt claims will rise, but newly created 
debt claims will yield a rate of return no 
greater than the new lower rate of return on 
new investment. The explicit interest rate 
will fall. If it is possible, however, to de- 
duct explicit interest charges from the cor- 
porate income tax base, there will exist an 
incentive to finance a larger proportion of 
new investment by borrowing. The supply 
of debt claims will increase; explicit interest 
rates will tend to approach their precorpo- 
rate income tax level. At a limit, the in- 
terest rate will equal the pretax capitaliza- 
tion rate if all but a nominal amount of the 
claims against corporate assets consists of 
debt claims. This outcome occurs only be- 
cause it is almost possible to avoid entirely 
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the impact that the corporate tax would 
otherwise have on real asset earnings. On 
the basis of a productivity theory of cap- 
italization rate determination, a corporate 
income tax will not affect the capitalization 
rate only if it is possible to avoid paying it 
by entirely exhausting asset earnings by ex- 
plicit interest charges. 


IV 


The position that the corporate income 
tax is entirely capitalized is nevertheless de- 
fensible if one wishes to hold that the pro- 
ductivity of investable funds plays no role 
in the determination of the capitalization 
rate. If it is assumed that the capitalization 
or discount rate is determined by the mar- 
ginal rate of time preference or liquidity 
preference, or by some combination of the 
two, the imposition of a tax that reduces the 
earnings of real assets and equity claims will 
cause the value of the assets to fall by the 
same proportion that earnings fall. The 
capitalization rate is fixed; lower earnings 
are discounted by the given rate, and the 
value of assets, old and new, falls. 

The elements of time preference or liqui- 
dity preference are often employed to for- 
mulate theories of investment flow or cap- 
ital supply. Whenever the capitalized value 
of a new asset is greater than its cost of 
production, entrepreneurs can hire currently 
available services to produce new assets and 
obtain capital gains. 
duced until the cost of producing marginal 
assets equals their capital value. On the 
basis of such a theory of investment and 
capitalization 
which reduces the over-all earnings of real 
assets will be capitalized. The capitalized 
value of many newly-to-be-constructed as- 
sets will fall below their cost of production. 
Net new investment will fall. It is also pos- 
sible that the capitalized value of existing 
assets will fall below their replacement costs, 
and capital consumption may occur. 


New assets are pro- 


rate determination, a tax 


Within this framework the argument 
that capitalization is the opposite of shifting 
is incorrect. If by shifting we mean a pos- 
sible change in the earnings of nontaxed 
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(labor) resources, the tax-caused lower level 
of investment will affect the absolute and 
possibly relative earnings of workers. The 
lower amount of capital will increase the 
marginal productivity of capital and reduce 
the marginal productivity of labor. There- 
fore, when we move from a partial tax to a 
general tax, we cannot say that tax capitali- 
zation is the opposite of shifting. If a gen- 
eral tax is capitalized, it deters capital ac- 
cumulation; a lower stock of capital can af- 
fect the earnings of noncapital resources.® 
V 

Let us now examine Smith’s argument 
that (1) the corporate tax is not shifted 
and (2) it is fully capitalized. 

The view that the tax is fully capitalized 
follows if Smith is implicitly employing a 
theory of capitalization rate determination 
in which the productivity of capital exerts 
no influence on the rate. On the basis of 
this type of theory, however, aggregate in- 
vestment must fall with the imposition of 
the tax. The lower investment will ulti- 
mately affect labor earnings, and the tax is 
partially shifted. Professor Smith’s first 
point is therefore inconsistent with his sec- 
ond point. 

Smith’s implicit position on interest or 
capitalization rate theory, however, seems 
scarcely defensible. It is an extreme view 
to deny that the productivity of capital or 
investable funds plays a role in the deter- 
mination of the capitalization rate. Pure, 
monistic time-preference theories are de- 
fended today by few economists. Even 
neoclassical writers like Marshall, with a 
predilection to formulate supply theories, 
held that the real capitalization rate was 
mutually determined by time preference and 
productivity. Liquidity preference theories, 
as espoused by Keynes, have been modified 
so as to permit the productivity of capital 
to play a partial role in explaining why in- 


6 Although it was devoid of capitalization termi- 
nology, this type of argument led classical economists 
to oppose taxes on profits. The reduction of the 
profit rate allegedly reduced the incentive to ac- 
cumulate and hence lowered the “ wages fund.” A 
lower wage fund would reduce wages and make the 
lot of workers worse. 
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dividuals demand loanable funds.’ Indeed, 
the door was opened by Keynes himself 
when he added the “ finance ” motive to his 
original three motives for the liquidity pref- 
erence of individuals.” The currently popu- 
lar, eclectic loanable funds theory also at- 
taches significance to the productivity of in- 
vestable funds as a determinant of the in- 
terest rate.” As long as it is recognized that 
productivity plays some part in the deter- 
mination of the capitalization rate, any tax 
which reduces the average return on in- 
vestment will lower the rate of discount. 
To the extent that the discount rate falls, 


7Cf., Alvin Hansen, Monetary Theory and Fiscal 
Policy, (New York: McGraw-Hill, 1949), pp. 71-82. 


8 J. M. Keynes, “ The ‘Ex Ante’ Theory of In- 
terest,” Economic Journal, XLVII (December, 1937), 
pp. 665-666, 


9Cf., D. H. Robertson, Utility and All That 
(New York: Macmillan, 1953), pp. 102-104; Wil- 
liam Fellner, Monetary Policies and Full Employment 
(Berkeley: University of California Press, 1947), pp. 
140-143. 
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the tax is mot capitalized. To the extent 
that the rate does not fully reflect the tax, 
part of the tax is capitalized. And to the 
degree a somewhat general tax is capitalized, 
it is shifted in that individuals who do not 
own property will feel its impact in the 
form of lower earnings that result from a 
lower capital stock. 

For these reasons, Professor Smith’s use of 
the capitalization theory appears to raise 
more questions than it solves. It raises is- 
sues regarding investment incentive; it rests 
on a position with respect to the forces that 
determine the capitalization rate which is 
not necessarily valid. Although taxation 
may have some effect on security prices, 
Smith’s use of the capitalization doctrine 
has implications which can lead either to 
confusion or incorrect policy recommenda- 
tions. It is hoped that this note may serve 
to indicate that the capitalization aspects of 
quasi-general taxes are somewhat more com- 
plicated than those of taxes placed on down- 
town lots and Ricardian land. 


REJOINDER 


DAN THROOP SMITH * 


HE foregoing criticism of the analysis 

of the influence of corporation income 
taxation on common stock financing is 
based on the familiar theoretical assumption 
of close and more or less uniform relation- 
ships among the various uses of capital and 
within the various capital markets. Though 
a useful simplification for certain forms of 
exposition and pedagogy, the assumption is 
likely to lead to overly simplified and un- 
realistic conclusions about actual develop- 
ments in the complex real world. 

In appraising the effect of a corporation 
income tax on corporate financing, I noted 
that an unshifted tax would, by definition, 
reduce earnings per share and that a reduc- 
tion in earnings “ would lead to more or less 
commensurately lower stock prices,” which 
in turn would influence the extent of sub- 


* The author is professor of finance at Harvard 
Graduate School of Business Administration currently 
on leave as Assistant to the Secretary of the Treasury. 


sequent common stock financing in various 
ways and under various circumstances 
which were analyzed in some detail. The 
criticism is apparently directed to the sec- 
ond step in the reasoning and is advanced 
on the ground that with lower earnings on 
common stock, “if a sufficient number of 
investors are indifferent as to the form in 
which their capital is held,” they will shift 
from corporate to “ noncorporate sectors,” 
with a consequent new competitive equali- 
zation of returns among various forms of 
investment and a lower average rate of re- 
turn on all investment. Therefore, it is as- 
serted ‘‘ the tax is not capitalized,” that is, 
the price of the common stock does not re- 
flect the higher corporate tax, and hence fi- 
nancing and investment proceed apace. The 
full development from the conjectural “ if ” 
concerning possible investor reactions to the 
final conclusion occurs in a single paragraph 
(page 184). In subsequent paragraphs it is 
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used as though it were a demonstrated 
proposition. 

It is not appropriate here to attempt to 
appraise quantitatively the extent of what 
has been referred to as the compartmentali- 
zation within the money markets and the 
nature and extent of investor preference on 
which it rests. Indeed, general research and 
understanding on this subject are still in a 
somewhat elementary stage. The excellent 
recent work by my colleagues, Professors 
Butters, Thompson, and Bollinger, in deal- 
ing with a specialized aspect of investor 
motivation, may lead to other studies on 
other aspects of the problem from which 
eventually an understanding of the realities 
of the flows of investment funds will be de- 
veloped.’ But even in the absence of defini- 
tive studies, I suggest that common observa- 
tion and understanding of investment deci- 
sions indicate the inappropriateness of con- 
clusions based on the assumptions of shifts 
in the form of investments such as to main- 
tain some pattern of normal risk and other 
differentials around the interest rate. 

One of the principal facts to be noted is 
the dominance of certain flows of funds 
through channels with traditional and even 
strict legal limitations on their uses. In- 
surance companies, corporate and other 
trustees, and savings banks are among the 
familiar groups. The laws governing their 
investments may and do change, and even 
the attitudes of investment committees may 
change, sometimes spectacularly, as in the 
direct investments in large-scale housing by 
some insurance companies. New competi- 
tion may arise, as between the banks and 
insurance companies for trusteed pension 
funds. Also, basic sources of investment 
funds may and do change, as in shifts be- 
tween different income levels or economic 
groups, between voluntary and individually 
managed funds and pension funds, and in 
the tapping of the savings of small investors 
by the regulated investment companies, to 
mention only a few. But in spite of such 


1J. Keith Butters, Lawrence E. Thompson, and 
Lynn L. Bollinger, Effects of Taxation: Investments 
by Individuals (Boston: Division of Research, Har- 
vard Business School, 1952). 
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changes over time, there are pronounced 
rigidities in the transfer of funds, and eco- 
nomic analysis must take account of what- 
ever institutional situation exists at a par- 
ticular time or place. The presumption of 
omniscient investors modifying their dis- 
position of funds to maintain a theoretically 
attractive dominant interest rate, with dis- 
persions around it to allow for special risks 
or attractions, seems, to repeat, to be a gross 
oversimplification and one which leads to 
not very useful conclusions. 

Specifically, the suggestion that investors 
shift from corporate to noncorporate forms 
implies a fluidity which is especially un- 
likely. Security holders may shift from one 
form of security to another (which might 
mean from corporate stock to corporate 
bonds), but a shift from corporate stock to 
diversified participation in partnerships or 
noncorporate ventures would be extreme 
and improbable indeed. 

If rough statistical evidence is desired on 
the unreality of the assumption of “an in- 
terest rate” to which all yields, including 
those of common stock, conform, the chang- 
ing patterns of stock and bond yields in this 
country over the past generation should 
suffice. Especially conspicuous has been the 
failure of stock yields to fall in line with 
the cheaper debt money, before and since 
World War II. Disparate changes in yields 
of bonds and common stocks indicate non- 
transferability in the pools and flows of 
investment funds. 

A substantial change in the net yield of 
one particular form of investmer.t, of course, 
would have some influence on the distribu- 
tion of investment funds. This was recog- 
nized in the original volume from which 
the Journal article was derived, with the 
statement: 


Also, any general readjustment of stock 
prices arising from a change in corporate 
income tax rates would lead to significant 
but quantitatively indeterminate changes 
in the yields of other forms of invest- 
ments, with inevitable readjustment in 
investors’ portfolios and a new pattern of 


yield differentials. Even more funda- 
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mentally, a full analysis of the effects of 
corporate taxation is complicated by such 
important but very elusive problems as 
the effects of the government expendi- 
tures financed by the tax on the general 
level and direction of economic activity 
and the comparative effects of alternative 
revenue sources. These more involved 
analytical problems can only be noted 
here as important qualifications to any 
simple conclusions on the extent of in- 
fluence of corporate income taxation on 
stock prices.” 


Though important theoretically, they 
seemed on reflection to be of such minor 
practical significance that they were not 
even explicitly stated in the condensed 
Journal article, though they were implied 
in the statement that changes in prices would 
be “more or less commensurate” with 
changes in earnings. It does not, I believe, 
state that changes in price would be pro- 
portionate to the changes in earnings. 

Research over the years should give us 
much more understanding of the behavior 
of various categories of investors and invest- 
ments in an ever-changing world. In the 
present state of knowledge in this area, 
however, it seems more realistic, and hence 
more useful, to proceed on the proposition 
that a substantial reduction in the net earn- 
ings of common stocks will be more or less 
commensurately reflected in their prices than 
to base conclusions on the presumption that 
investment funds are so fluid that a reduc- 
tion in the return on stocks will lead to a 
competitive equilibrium in which the lower 
return from stocks would be generally dis- 
tributed among all forms of investments 
with a new and generally lower prevailing 
rate of return on capital. 

The distinctive characteristics of corpo- 
rate equity capital, and the returns derived 
therefrom, should be recognized. The 
dominant importance of retained earnings, 
in comparison with funds secured through 
new security issues, is especially important. 


2Dan Throop Smith, Effects of Taxation: Corpo- 
rate Financial Policy (Boston: Division of Research, 
Harvard Business School, 1952), pp. 86-87. 
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In a general appraisal of the availability of 
capital and the rate of earnings on it, the 
effects of substantial changes in the flow 
of new outside capital would be subordin- 
ated to the effects arising from any appre- 
ciable changes in inside retained capital 
funds. 

The foregoing comment, I believe, covers 
the essence of the principal criticism. I 
shall not refer to all the points raised since 
many of them seem irrelevant, notably the 
initial assumption that all assets are held in 
corporate form and that corporations are 
financed exclusively by common stock, and 
the digression on liquidity preference. 

The final charge that it is inconsistent to 
argue that the tax is not shifted and that it 
is capitalized is based on the proposition that 
the capitalization will lead to lower invest- 
ment and hence “affect labor earnings’ 
(page 185) or “ that individuals who do not 
own property will feel its impact in the 
form of lower earnings that result from 
a lower capital stock” (page 186). The 
line of demarcation between tax incidence 
and the ultimate ramified effects of taxation 
is, of course, a matter of individual choice. 
One may choose to extend the concept of 
incidence to include the effects on wages 
arising from a long-term change in the pro- 
portion of capital and labor. That is an 
unusually comprehensive concept, but if 
adopted, one should also take into account 
the many implicit assumptions as well as 
other ultimate economic and social conse- 
quences—subjects of great importance 
whose proper development is far beyond the 
scope of both my article and the critical note 
on it. A grea: many economic consequences 
would arise from reduced capital investment, 
but they do not come within the usual 
meaning of incidence. 


ey 


The analysis of the effects of corporate 
income taxation is indeed a complicated one, 
as I trust has been adequately suggested 
by my own presentation of the subject. 
Further enlightenment seems more likely to 
come from an examination of the facts of 
investment and financing than from theo- 
retical presumptions. 
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The Federal Taxing Process. By Roy 
BiroucH. New York: Prentice Hall, 
Inc., 1952. Pp. 516. 


Blough’s study of the federal taxing proc- 
ess combines in unique fashion the essential 
elements of economic analysis with a pro- 
found understanding of the political and ad- 
ministrative process of tax policy. Those 
of us who have had the privilege of working 
with him during the momentous decade of 
the late thirties and war years (and, fortu- 
nately, this includes many of the present 
generation of tax economists) will find in 
these pages the same dispassionate, straight- 
forward and keen approach to tax thinking 
which, under his guidance, came to be the 
spirit of tax research in the Treasury De- 
partment. 

The spirit of the volume is brought out 
well in these closing comments: 


The emphasis in this book has been on 
the basic concept that tax policy must be 
politically formed and that all methods 
for improving the tax system must be 
geared to that concept. Implicit in this 
emphasis is the view that to be effective in 
policy formation the economist must di- 
rect his work toward making the political 
process work better, rather than withdraw 
from considering political and adminis- 
trative realities. Improvements in the 
taxing process along these lines would not 
satisfy those critics who contend that the 
only way to achieve sound tax policy is 
to adopt some one principle or goal of ac- 
tion and follow it consistently through- 
out. While intellectually satisfying this 
... might signally fail to promote the na- 
tional interest. . . . Carrying any principle 
of action to its ultimate conclusion to the 
exclusion of other principles may well be 
evidence not so much of consistency as 
of insanity, whether personal or social. 
(p. 479.) 


While Blough would not deny that theoriz- 


ing has its use, his emphasis is on the tax 
problem in its realistic setting of political, 
social, and administrative forces. Those of 
us who are more given to theoretical ab- 
straction on the economic level will be es- 
pecially grateful for this contribution. 

Part One of the study deals with the po- 
litical debate over tax policy, its major par- 
ticipants and issues. Part Two deals with 
the preparation, passage, and application of 
tax laws, including the contribution of 
Congress, the Executive, the expert, the 
Bureau of Internal Revenue, and the courts. 
These two parts, which cover about one- 
third of the volume are particularly valu- 
able in that they provide material which, 
though perhaps familiar to the tax expert on 
the Washington scene, have been unavailable 
heretofore to the general student. The 
reader is given a chance to glance behind 
the celestial doors of the Ways and Means 
Committee in executive session, and finds a 
simple but conclusive answer to the ques- 
tion why such sessions should be closed to 
the public. (pp. 73 and 74.) He discovers 
what contributions are made by the various 
parts of the executive branch to tax policy; 
and he learns about the difficulties bestowed 
upon the Bureau by tax laws which leave 
extensive responsibilities to administrative 
discretion. 

Alumni, or current members, of the 
Washington guild of tax experts will be in- 
terested particularly in the excellent chapter 
on the role of the tax expert in policy mak- 
ing. This chapter contains many astute, 
seasoned, and wise observations on the pro- 
fessional economist’s place in civil service, 
and on his relation to the political powers 
that be. There is emphasis upon the value 
of balanced results to be obtained from 
team work and group thinking—as indeed 
was testified to by the extraordinarily able 
team which Blough himself managed to as- 
semble in the Treasury’s Division of Tax 
Research. The expert may prefer to stay 
out of the decision-making process itself, 
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and thus reduce his sense of frustration at 
poor policy conclusions. But it may be sur- 
mised, this is not the author’s ideal. Where 
the expert is in a position to make policy 
recommendations, the points of view and 
value judgements of the expert and policy 
makers should be broadly similar. The ex- 
pert may then act as a kind of bridge be- 
tween the policy maker and the knowledge 
developed by tax research, this being per- 
haps the most important function which the 
expert can serve. But however good a tech- 
nician he may be, the expert’s role is limited. 
“In a democracy the choices that must be 
made among competing tax objectives and 
conflicting interests can be made, in the last 
analysis, only by the general public. . . . It 
is not possible to get away from representa- 
tive government in making the major de- 
cisions.” (p. 141.) 


Also, there are some excellent observa- 
tions on the professional integrity of the 
civil servant who might disagree with par- 
ticular policy objectives of his superior. 


Whether he wishes to do technical work in 
support of a policy with which he disagrees 
is a matter of taste, but not of integrity. 
The civil servant works for the government 
as such, not for any particular administra- 
tion; and freely elected government of the 
United States cannot be considered an insti- 
tution of force or evil, however much and in 
whatever direction one may disagree with 
particular policies emerging from it. Hon- 
est workmanship (as distinct from dishonest 
work) in preparing a case, even though the 
technician may disagree with its policy ob- 
jectives, does not involve a problem of 
morals or of being a “ kept economist.” 
Together with an earlier, equally spirited 
statement by the late E. A. Goldenweiser, 
this chapter may well stand as a code of 
conduct for professional economist in civil 
service." 

Part Three is concerned with the role of 
tax policy in economic stabilization, with 
particular emphasis on the general level of 
revenue. A distinction is drawn between 


1 See E. A. Goldenweiser, “ Research and Policy,” 
Federal Reserve Bulletin, April, 1944, pp. 312-317. 
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the revenue-supply function, the anti-infla- 
tion function and the fiscal-discipline func- 
tion of taxation. A favorable view of com- 
pensatory finance is taken, but there is re- 
peated concern with the implications of a 
secularly rising public debt. It might have 
been well here to emphasize that this con- 
cern is justified only if the debt grows at a 
rate in excess of the growth of income and 
hence tax base.” 

There follows a brief discussion of the 
development of federal fiscal policies and an 
evaluation of various approaches to com- 
pensatory finance. Beginning with a poign- 
ant examination of “ sound finance,” Blough 
distinguishes between a “ flexible budget 
policy ” which permits anti-cyclical adjust- 
ments in tax and expenditure rates, and a 
“stable compensatory budget”’ where tax 
and expenditure rates are set with reference 
to a full employment level of income. No 
position is taken as to which of these is the 
proper policy, although there seems to be 
some leaning toward the flexible approach. 

A final chapter in this section gives a 
valuable review of technical problems in 
revenue estimating. In particular, there is a 
highly useful table showing the yield con- 
tributions of various rate changes since 
1932 (p. 296). Examination of the table 
shows the overwhelming importance of 
changes in tax base (fluctuations in national 
income) as a source of yield change, and the 
relatively slight immediate importance of 
rate changes. Among various criticisms of 
estimating procedures, the reviewer should 
have liked to see (but did not find) a Treas- 
ury spanking for its traditional unwilling- 
ness to disclose the precise income and profit 
forecasts upon which official yield estimates 
are based. Such figures ought to be at- 
tached whenever yield estimates are issued; 
that they are not, perhaps reflects the di- 
lemma which arises from the need of using 
a realistic estimating base on the one side 
and the political necessity of looking for- 
ward to a rosy future of price level stability 
and full employment on the other. 


2See, for instance pp. 268 and 279 where this 
point is missing. 
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In Part Four, the author turns to the dis- 
tributional aspects of tax policy. The dis- 
cussion begins with a listing and explanation 
of current tax issues, including the weight 
to be attached to major tax souces, such as 
income or sales taxes; the desired degree of 
progressivity in the income tax, imple- 
mented through exemptions and rate struc- 
ture; the question of income splitting; the 
integration of the personal and corporation 
income tax; the major items in the defini- 
tion of taxable income. The posing of these 
issues is excellent, and various views are 
listed succinctly; but the reviewer was dis- 
appointed not to find a more positive evalu- 
ation of at least the more important items. 
Perhaps such was not possible, due to the 
author’s position of responsibility in the 
shaping of Treasury policy during recent 
years and his subsequent service as a mem- 
ber of the Council of Economic Advisors. 
As a result this part of the book, which 
might have made a great contribution to the 
current discussion, is somewhat disappoint- 
ing. However, the time may come when 
Mr. Blough will be free to state his personal 
views on the details of tax structure in 
more positive terms. 

Next, there follows a brief analysis of the 
effects of various tax policies on consump- 
tion and investment. The popular proposi- 
tion that reductions in tax rate may raise 
national income so much as to increase tax 
yield is rejected as unlikely. The impor- 
tance of differential effects of various taxes 
on consumption is de-emphasized, and effects 
on investment are considered briefly, both 
with regard to the supply of venture capital 
and the willingness to invest. This part of 
the discussion provides a useful summary, 
but it does not venture a new contribution. 

The discussion then proceeds to a con- 
sideration of equity, including equal treat- 
ment of equals as well as the general prob- 
lem of tax justice. Distributional consid- 
erations are accepted as a positive aspect of 
tax policy, and a brief but penetrating dis- 
cussion arrives at the conclusion that “ out 
of the competition of views there emerges a 
good deal of general agreement that may be 
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called a social concept of fairness” (p. 
408). 

There follows an examination of the 
regulatory effects of taxation, based on the 
pragmatic view that the regulatory use of 
taxation is acceptable in any specific case 
where it proves an efficient tool of regula- 
tory policy. Here as in other connections, 
the approach is one of undogmatic appraisal 
of each issue on its own merits: “ The view 
taken in this book is that there are various 
legitimate objectives of tax policy, that they 
sometimes are in competition with each 
other, and that accordingly they must be 
weighed and balanced against each other in 
the process of reaching a decision” (p. 
408). 

The volume closes with some tentative 
suggestions for improving the taxing proc- 
ess, including (1) a better understanding of 
tax issues, leading to a more intelligent pro- 
motion of self interest on the part of vari- 
ous interest groups; (2) a more proportional 
representation of various interest groups, in- 
cluding in particular a stronger representa- 
tion of consumer groups, and a better prin- 
ciple of selection for the membership in the 
Congressional tax committees; and (3) a 
proper weighing of the public interest on 
the part of the legislators. 

The volume is written in straight for- 
ward, lucid, and nontechnical style. As any 
book of distinction, it does not readily fit 
the established pattern of college courses; 
what is more, it meets the acid test of being 
of interest to the layman and professional 
alike. Unique in its breadth of approach 
and first hand experience, the study could 
have been written by no one else. We are 
indebted to the author for having set down 
this record during his academic sojourn. 
We may hope that some years hence we shall 
be presented with a similar volume on the 
economics of international cooperation and 
development based upon Mr. Blough’s cur- 
rent experience as Principal Director of the 
Department of Economic Affairs for the 
United Nations. 


R. A. MusGRAVE 


University of Michigan 
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